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Editorial Comment 


The Royal Commission on Annuities 
Briefs Submitted to and Family Corporations, appointed 


Ives Commission last November, is dealing with two 
problems which have been created by 
severe tax levels coupled with strict interpretation of tax 
law. The Dominion Association of Chartered Accountants, 
after consultation with provincial institutes, expressed its 
views to the commission in two documents which are re- 
produced in this issue. On the matter of annuities it was 
found that at least two other organizations had submitted 
elaborate arguments covering the subject, so our associa- 
tion merely communicated by letter our endorsement of the 
general principle that only the interest portion of annuity 
payments should be taxable. In respect to “family cor- 
porations”, which includes the vexing question of the com- 
bined incidence of income tax and succession duties on 
accumulated surplus, a brief was submitted by the chair- 
man of the legislation committee of the association. It is 
hoped that the hearings and studies of the commission will 
bear fruit in some change which will relieve the inequitable 
incidence of taxation as now administered. 
Our association made no submission to the Royal Com- 
mission on the Taxation of Co-operatives. 
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In the study of post-war taxation, one read- 

Tax Funda- ily notes a fundamental distinction between 

mentals the United States and Canada. In the 

former country, there is almost complete 

acceptance of private enterprise as the normal means for 
meeting economic demands. This puts state enterprise in 
the position of having to prove where and when it is needed. 
It also pre-supposes a tax structure which will not merely 
permit private enterprise to exist but also inspire it to 
thrive. In Canada, on the other hand, there is unques- 
tionably a division of thought, between those who believe 
in the suppression of private enterprise and those who be- 
lieve in its survival. This puts any discussion of post-war 
taxation in Canada on an entirely different footing. Be- 
fore you can reach a starting point with your audience, 
you must first ascertain whether you are on common funda- 
mental ground. To one who believes that complete state 
enterprise is inevitable, any argument for the encourage- 
ment of private enterprise is reactionary. Until this basic 
question is settled, and a clear cut majority decide that 
either private enterprise or public enterprise is to be our 
normal way of life, we are not likely to get very far in a 
program of tax reform. In this editorial comment we do not 


presume to say what the decision should be, or how it should 
be reached. But we do express the hope that it will be 
made as soon as possible, in order that the tax problem 
may be approached with a background which at least will 
permit of its solution. 


One plan of tax reform which has been mooted 
Incentive in the United States, but which (perhaps for- 
Taxation tunately) has had very little attention in 

Canada, is “incentive” taxation. This means 
taxation designed to give a preference to those who under- 
take to do something which is supposed to be in the com- 
mon good. The New York Times, in an editorial in 
January, concisely exposed the weakness of the argu- 
ment as follows: “The first thing we must recognize 
in any realistic approach to the post-war tax problem is 
that there is no such thing as an incentive tax. A tax 
never gives anything; it always takes something away. It 
is always a penalty levied upon whoever ultimately pays 
it. It may penalize the earning of money, the making of 
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profit, the buying of goods; but it always penalizes.” The 
very title “incentive tax” therefore is an absurdity. You 
may establish a preference, but you can not establish an 
incentive for one person merely because you penalize some 
one else. 

While this subject has escaped serious discussion in 
Canada because of more far-reaching considerations, we 
have had in our tax structure some slight indications of 
the idea of incentive taxation, as related to certain capital 
outlays, double depreciation, etc. To admit that taxation 
must be modified, in order to permit an incentive in a 
specific case, is an admission that all parallel cases are 
taxed to the point of suppressing incentive. A great deal 
of our thinking today, in respect to subsidizing industry, 
is on that basis. It is an inadequate approach to 
the broad problem of business activity and employment 
after the war. It is not economically possible to subsidize 
enough industries, at the general expense, to meet the em- 
ployment problem, because every time you favor the one 
you penalize all the others who have to contribute to the 
general expense. The approach to our economic future 
must be much more broad and conclusive. We quote from 
an editorial in The Journal of Accountancy: “There could 
be no greater tax incentive to business as a whole than 
a simple, equitable, and consistent tax policy, which would 
not be tinkered with from year to year.” In Canada, we 
certainly can not create enough economic credits, in the 
form of subsidies to specific industries, to balance the 
debits thereby imposed on industry as a whole. Instead, 
we must put industry as a whole on the credit side, by 
restoring incentives to anyone and everyone, unless for a 
specific reason it is decided that an industry has to be 
suppressed, controlled, or taken over by the state. 


In our March issue, reference was made to 

Dominion- the basic cleavage in Canada between the 

Provincial federal and the provincial viewpoint, the form- 

Taxation er holding to the view that Dominion control 

of income tax was a “fait accompli” while the 

latter insists that it was merely a temporary arrangement. 
Events since that time have emphasized the strength of the 
provincial viewpoint. Provincial governments, instead of 
succumbing to the principle that they are local govern- 
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ments subsisting on grants determined by Dominion auth- 
ority, are taking steps to ensure the preservation of their 
autonomy and the expansion of their activities in the post- 
war period. For this purpose, they do not accept any ar- 
rangement which relegates them to a fixed subsidy. This 
viewpoint, which is firmly based on our constitution, means 
that the income tax and succession duty fields of taxation 
will not be permanently surrendered to the Dominion gov- 
ernment, and that onerous duplication can be avoided only 
through a unified collection system which recognizes both 
Dominion and provinces as equal partners. 


The standard bank confirmation form, 
Standard Bank inaugurated last November by this Asso- 
Confirmation ciation in co-operation with the Canadian 
Forms Bankers Association, has been so widely 

accepted that, as existing supplies of older 
forms are gradually used up, it is likely to be fully accepted 
by the accounting profession and the banks throughout 
Canada. There were some mechanical difficulties in pro- 
ducing the form, and the task of providing it in both 
English and French editions, and either blank or with im- 
printed name in each case, is a considerable one for the 
office of our association, but this is amply repaid by its 
service to the profession. 
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Briefs Submitted to Ives Commission 

HE views of The Dominion Association of Chartered Ac- 

countants on the subject matter of the royal commission 
on annuities and family corporations were expressed in 
part in a letter and in part in a brief, corresponding to the 
two headings referred to the commission, which were set 
forth at the time of its appointment as follows: 

(a) To investigate and report upon the present treat- 
ment under the Income War Tax Act of payments to in- 
dividuals in the form of annuities or other annual or peri- 
odic payments received under the provisions of any con- 
tract, will or trust; payments to individuals in the form of 
pensions, superannuation or other periodic payments or 
single payments received following retirement from or ces- 
sation of employment with an employer; payments by in- 
dividuals under an annuity, insurance endowment or other 
savings contract; and other payments of such a character 
that it is not obvious whether they are solely income or 
solely capital or partly the one and partly the other; and 
to consider whether any modification of that treatment is 
desirable and, if so, what alterations of the law are required 
for the purpose; 

(b) To investigate and report upon the taxes imposed 
under laws in force in Canada on income and successions or 
inheritances arising upon the death of a person owning a 
substantial proportion of the shares of a private corpora- 
tion or a closely held corporation which has accumulated an 
earned surplus, and to consider whether under any circum- 
stances there should be an abatement of the tax liability, 
and if so, under what circumstances and to what extent 
there should be such abatement. 

Annuities 

On the subject of annuities our Association sent the fol- 
lowing communication dated February 10, 1945: 

“Our Association, through its legislation committee, has 
considered the brief submitted to you by the Canadian Life 
Insurance Officers Association, and the one submitted on 
behalf of the Trust Companies Association of Ontario and 
the Trust Companies Section of the Montreal Board of 
Trade. We approve the general principles set forth in these 
briefs. In particular we wish to express our own viewpoint 
on the following: 
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“Annuities: In the simple case where a person, without 
having been accorded any income tax exemption, pays for 
an annuity contract, the benefits he in turn receives from 
such annuity should be subject to income tax only in re- 
spect of the interest portion. 

“Employee Pension Funds: A. Where income tax 
exemption has been allowed on some part of the contribu- 
tions by employers or employees or both, the pension itself 
should be exempt only in respect of any portion arising 
from contributions which have been made by the employee 
out of taxable income. _ B. In the case of lump sum pay- 
ments at death prior to retirement, which are now taxed 
to the extent of one-third as income, we submit that they 
should be entirely free of tax. 

“Payments Under a Will or Trust: In the case of annual 
or periodic payments under the provisions of a will or 
trust, only the portion which is paid out of income of such 
estate or trust should be considered as taxable income in 
the hands of the recipient. 

“This letter, you wi!i note, deals with the first of the 
main subjects referred to your commission. We expect to 
communicate with you shortly concerning the second, 
namely, family corporations.” 

Family Corporations 

On the question of family corporations, the Associa- 
tion’s views were expressed in the following brief which 
was dated February 27, 1945, and was submitted in per- 
son by H. C. Hayes, chairman of the legislation committee. 

“This submission is being made on behalf of The Do- 
minion Association of Chartered Accountants which rep- 
resents nine provincial institutes and societies having a 
total membership of over two thousand eight hundred. The 
majority of the members are practising their profession as 
public accountants in Canada. 

“We are assuming that the appointment of your com- 
mission and the terms of reference contained in the order 
of appointment is recognition of the fact that a problem 
does exist for shareholders of corporations whose shares 
are closely held and it is our intention to deal only with the 
principles involved and suggested solutions. 

“We believe that numerous examples of the combined 
effect of succession duties and income taxes on closely held 
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corporations will be submitted by organizations and indi- 
viduals acting directly on behalf of shareholders and com- 
panies concerned. Furthermore, we are of the opinion that 
information contained in the records of the succession 
duties and income tax departments, which can be made 
available to you, will supply ample evidence to support the 
view that some relief is necessary and desirable. 

For some years our Association has been making rep- 
resentations to the Dominion government on the unfair 
burden of taxes imposed on shareholders of closely held 
corporations. Included in the recommendations which were 
made last year to the Minister of Finance by a joint com- 
mittee of the Canadian Bar Association and our Associa- 
tion, was the following statement in connection with the 


accumulations of undistributed income: 

The committee has given careful consideration to the problems 
created by the liability of shareholders to taxation on undistributed 
income in the case of corporations owned by a small number of in- 
dividuals. This problem is accentuated when considered in connec- 
tion with succession duties and the necessity of realizing moneys with 
which to pay the same. 

Upon the death of a principal shareholder of such corporations as 
have on hand undistributed income in substantial amount, the estate 
is subject to almost confiscatory taxation upon the withdrawal of 
funds from the corporation to meet succession duties. Alternatively 
where the undistributed income represents any significant part of the 
net worth of the corporation, being possibly invested in fixed and 
working assets, the liability to ultimate taxation mitigates against 
the sale of the shares to third parties except at extreme sacrifice. 

We believe that the remedy to the present situation should be one 
of general application: it involves recognizing that earnings reinvested 
in working assets are in fact capital and, further, that existing rates 
of personal taxation, while bearable when applied to true income, are 
unreasonable and confiscatory when applied to “deemed to be” income 
which is in fact capital. 

In the view of the committee, this problem will recur so long 
as the present system of taxing both the corporation and the share- 
holder remains in force and business continues to employ the device 
of ploughing back earnings to accomplish its expansion and develop- 
ment. The latter practice the committee views as fundamental to the 
commercial and industrial well being of the nation. It recommends, 
therefore, that a permanent solution be sought along the lines of 
abolition of double taxation of corporations and shareholders. 


“Following the appointment of your commission, we 
communicated with our member institutes and societies 
with a view to obtaining the opinions of practising mem- 
bers who have been encountering the problems arising out 
of present taxation in the ordinary course of their practice. 

“A review of the suggestions which have been received 
from the member institutes and societies shows that there 


APRIL 1945. 191 








THE CANADIAN CHARTERED ACCOUNTANT 


is no unanimity of opinion as to the ideal or equitable solu- 
tion of the present difficulties within the framework of the 
existing tax acts. Our members are generally in agreement 
with the view expressed in the last paragraph of the state- 
ment quoted above as forwarded to the Minister of Finance 
last year. 

“Therefore, our Association again wishes to strongly 
recommend to your commission the adoption of a tax sys- 
tem which will eliminate double taxation of corporate earn- 
ings. 

“While the adoption of a tax system which would only 
tax corporate earnings once would prevent a recurrence 
of the problem, it does not offer a solution for dealing with 
surpluses already accumulated. Furthermore, the difficul- 
ties of abandoning or altering the present tax system at 
this time have been recognized and alternative suggestions 
are offered for your consideration. 

“In our opinion any relief which may be decided upon 
by way of special tax treatment should only be accorded to 
corporations whose shares are closely held. Shareholders 
owning shares which have a ready market are not con- 
fronted with any income tax problem on the increase in 
value of their shares through earnings being retained in 
the company. Furthermore, their estates can dispose of 
the shares should it be necessary to do so in order to obtain 
funds with which to pay succession duties. 

“In 1930 a provision was included in the Income War 
Tax Act which enabled certain corporations to distribute 
surpluses accumulated up to that time free of tax and many 
companies took advantage of this provision. Up to the end 
of 1939 surpluses in closely held corporations which are 
now the cause of concern were accumulated during years 
when personal income tax rates were comparatively low. 
On incomes of $20,000, the top rate was 22% during the 
thirties and the maximum rate on any income was 56%, 
which applied to incomes of $500,000 and over. There 
were certain other minor taxes payable on large investment 
incomes in the late thirties. Prior to 1932 the rates were 
lower than this. 

“We believe that if the statistics were available on small 
corporations or those whose shares are closely held, it might 
be found that, in the main, earnings prior to 1939 could 
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have been distributed without raising the tax rate of the 
shareholders concerned above the 20% level. 

“We are of the opinion that some action is necessary 
to free accumulated surpluses from the existing income tax 
liability if undue hardship is to be avoided. However, 
having regard to the comparatively low tax rates in effect 
prior to the war, we think it only fair that some tax on 
these surpluses should be paid which would approximate 
that which would have been collected had the small com- 
panies whose shares are closely held paid tax as family 
corporations. While we have discussed the freeing of 
accumulated surpluses, we have reference to those accumu- 
lated prior to the war as we do not think the same tax 
treatment should be applied to earnings which have been 
accumulated during the war years. 

“It is, therefore, recommended that small companies, or 
those whose shares are closely held, be permitted to dis- 
tribute all earnings on hand at the end of the 1939 fiscal 
period (which have been accumulated since 1917) on pay- 
ment of a tax of not more than 20%. 

“It is further recommended that such companies be per- 
mitted to distribute earnings accumulated prior to 1917 and 
still on hand and any capital surplus on hand at the end of 
the 1939 period and available for distribution tax free. 

“As we stated above, we do not believe that the pro- 
cedure of freeing pre-war earnings on the payment of a 
comparatively small tax can properly be applied to earnings 
of the war years. Failing the adoption of a plan which 
would only tax corporate earnings once, we believe that 
the procedure to be applied to future earnings should also 
be applicable to surpluses accumulated since 1939. 

“We submit that all corporations must retain some part 
of their profits to provide for expansion, development and 
normal growth. Authoritative writers on this subject are 
not in complete agreement as to the amount required for 
these purposes but they all support the principle. The 
amount which a company requires varies with the type of 
business, its size and stage of development. We believe 
that the ploughing back of profits to provide for growth 
and expansion has played and should continue to play an 
important part in the commercial and industrial well-being 
of the nation. We submit that an analysis of the financial 
statements of small companies would disclose that at least 
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25% of the earnings have been retained and employed in 
the companies. With present high personal tax rates this 
practice cannot be continued by the shareholders of the 
small companies unless it is recognized that the earnings 
retained in the business (or some part of them) have in 
fact become capital and should not be taxable in the hands 
of the shareholders on the winding-up, dissolution or re- 
organization of the company. 

“Therefore, failing the adoption of a plan which would 
only tax corporate earnings once, in order to prevent a 
recurrence of this problem in the future, it is recommended 
that small companies or those whose shares are closely held 
be permitted to set aside as tax free surpluses not less than 
25% of their earnings after the payment of corporation 
taxes. It is further recommended that this procedure be 
applied to surpluses accumulated since the beginning of the 
war. 

“As this recommendation is being made on the basis 
that such amounts are required and used as capital by the 
business, it is recommended that shareholders should only 
be entitled to receive this portion of the surplus tax free 
on the winding-up, dissolution or re-organization of the 
company. 

“As an alternative proposal for dealing with future 
earnings, the following suggestion is also submitted for 
your consideration: 

“That companies entitled to qualify for relief be given 
the option to elect to be taxed either (a) as an ordinary cor- 
poration, or (b) on the same basis as personal corporations, 
except that the corporation be required to pay a withhold- 
ing tax at a fixed rate which would be deductible from the 
tax payable by the shareholders on their respective incomes. 
In the case of companies electing to be taxed on the same 
basis as personal corporations, the undistributed income 
on hand at the close of the last taxation period or preceding 
the effective date of election, which had been accumulated 
since 1939, to be taxed in the hands of shareholders at the 
time of distribution at a fixed rate. Corporations electing 
to be taxed on the same basis as personal corporations 
would lose the right to carry a loss back to the preceding 
year but would retain the privilege of carrying such loss 
forward. 
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“Without comprehensive information available which 
would indicate the number and type of companies which 
are faced with serious problems as a result of undistributed 
earnings, it is difficult to state categorically what class of 
company should be entitled to the tax treatment recom- 
mended herein. As we have stated, we are of the opinion 
that relief should only be extended to the small companies 
or those whose shares are closely held. We are further of 
the opinion that the application of the definition of a pri- 
vate company in the Dominion Companies. Act with ap- 
propriate changes to include companies organized under 
provincial charters, or the definition of a family corporation 
in the Income War Tax Act, or possibly a combination of 
those definitions, would include most companies requiring 
relief. 

“While we believe that a solution of the difficulties must 
be achieved through amendments to the Income War Tax 
Act, we feel that the problem has been aggravated by the 
following: (a) The duplication of succession duties and the 
overlapping and double taxation of estates by various tax- 
ing authorities. (b) The fact that the liability of estates 
is being determined in many instances at amounts substan- 
tially in excess of their realizable value because due recog- 
nition has not been given to the income tax liability at- 
taching to the undistributed earnings of a company whose 
shares are closely held and not readily marketable. 

“Even though these matters may not come directly with- 
in the scope of your commission, we believe that they are 
factors which have a direct bearing on the problems under 
review and are worthy of serious consideration with a view 
to working out some equitable arrangement between the 
Dominion and the provinces which would provide for one 
collecting agency for all succession duties.” 


APRIL 1945. 195 








THE CANADIAN CHARTERED ACCOUNTANT 


Direct Taxation In United Kingdom 


An address to members of the Council of The Institute of Chartered 
Accountants of Manitoba, by W. Robinson, A.C.A. (Eng.), London 
Accountant of the Hudson’s Bay Company and formerly one of His 
Majesty’s Inspectors of Taxes in the United Kingdom. 


SS I suppose in the opening words of section 
25, F.A. 1921, “For the purpose of removing doubts” 
you have been good enough to express the wish to have a 
few words from me on the English system of direct taxa- 
tion, particularly in relation to corporations or as we call 
them “‘companies.” 

I have been working on taxation in the revenue depart- 
ment, in practice, and in commercial life ever since I came 
out of the army in 1919 and by this time I am just begin- 
ning to realize how much I don’t know. If I pass glibly over 
a particularly interesting part however, you must excuse me 
because there isn’t time to discuss it in full detail. 

I will not waste time by going into details of things that 
don’t very much interest you, but the broad framework of 
our act and principles should be recapitulated. 

Administration 

I will only just mention the barest necessities here in so 
far as the work which has to be done affects accountants. 

1. The inspector of taxes in the district is the key man. 
He is a civil servant, responsible to the commissioners of in- 
land revenue. He deals with accounts, conducts appeals on 
behalf of the Crown, and generally runs the show. He is 
usually a man of university or similar education and in addi- 
tion has to pass examinations both general and technical of 
considerable difficulty. 

2. Then there are the general commissioners and addi- 
tional commissioners who are local men of standing in the 
district. They are unpaid and come from the “magistrate” 
classes, etc. The general commissioners normally hear ap- 
peals against assessments where the taxpayer and inspector 
cannot agree. Their justice is both rough and ready, but 
taken as a whole, it is justice with a “common sense” basis. 

3. Then we have the special commissioners, who are a 
small body of civil servants, usually barristers, who hear 
appeals against certain assessments when so required. They 
have other duties, but their most important contact with 
our profession is in connection with appeals against assess- 
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ments on business profits. Although they are civil servants, 
they are completely unbiased, and their decisions are more 
often than not upheld if a case has to go to the courts. 

4. When either the above appellate bodies has given a 
decision in a particular appeal, it can only be challenged on 
a point of law, in which case it goes forward to the Court 
of King’s Bench, Court of Appeal, and finally to the House 
of Lords. 

5. The board of inland revenue which is the “adminis- 
trative body” provides what one might call real specialists 
among the experts. They are very approachable, and one 
can sometimes get a favourable decision from them against 
their own inspectors of taxes without the necessity of going 
to the general or special commissioners for a final hearing 
of the appeal. 

6. I must remind you that in all cases the onus of proof 
that an assessment is excessive lies on the appellant. There 
are no costs on an appeal to the commissioners unless the 
appellant cares to incur them by being represented—as he 
can be—by a barrister, solicitor or accountant. Decisions 
of commissioners are not published unless the case goes for- 
ward to the courts of law. 

7. Our income tax year runs from 6th April to 5th April, 
and we are taxed to income tax for that year and not, for 
example, for the year covered by the accounts. Thus, in 
an established business which makes up its accounts to 31st 
December, 1944, the profits of that year will be assessed for 
the year 1945/46, i.e., ending 5th April, 1946. This some- 
times has peculiar effects and for certain purposes, there- 
fore, both the taxpayer and/or the revenue have the right 
to apportion the profits to get right down to the official year. 


Tax Schedules 

There is a general principle which runs through our sys- 
tem, namely that income is taxed to income tax at source— 
except for a few instances—wherever that is possible. I 
should say here that tax avoidance (i.e., legal avoidance) is 
regarded with considerable disfavour by the majority of the 
community and the chancellor has promised to deal by retro- 
spective legislation with any clever attempts thought up 
by lawyers and accountants to avoid what are fundamental 
liabilities. 
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The act is divided into what are called schedules—A, B, 

C,D&E. 
Surtax 

In addition to the schedules we have a tax called surtax 
commencing with incomes of £2,000 per annum, which is 
mainly collected by direct assessments on individuals and 
always by reference to individual incomes. You have a very 
similar graduated tax I believe, with rates somewhat similar 
to ours in the highest reaches anyway. I will refer to some 
special features of our surtax later, but to give some ap- 
proximate comparison, I think your combined income tax 
and graduated tax rates work out something like this as 
compared with ours. For this purpose I have included the 
double taxation burden which you bear in Canada on divi- 
dends taxed firstly in the hands of the paying corporation 
and then again in the hands of the recipients, and to meet 
certain ideas prevailing in Canada, I have included your flat 
rate excess profits tax as if it were income tax in section A. 


COMPARISON OF COMBINED INCOME TAX AND SURTAX 
(IN CANADA GRADUATED TAX) 


Net Dividend Percentages of Total Percentages of True In- 





Income in Taxes which eventu- come Tax which even- 
Hands of ally find their way tually find their way 
Canadian into the Treasury. into the Treasury. 
Shareholder A B 
U.K. Canada U.K. Canada 
% % % % 
Bee Sasacess 56 66 53 54 
| ere 63 72 58 61 
Re ao552<0 7 76 7 68 
re 80 80 73 73 
oe 88 87 84 82 
Canada % includes flat rate E.P.T.) Canada % includes ) 
@ 22% ) on I.T. @ 18% only ) on 
U.K. % includes flat rate ) com- U.K. % includes I.T.) com- 
N.D.C. @ 5% ) pany @ 50% only ) pany 


(plus in each case the graduated 
tax or surtax) 


(plus in each case the 
graduated tax or surtax) 





I hope to be able to refer later to this and certain other 
aspects of your tax system as compared with ours. These 
figures give you, I think, a useful comparison, but I am sure 
you all appreciate the difficulties in comparing two taxes 
which have different bases. I must admit that owing to the 
shortness of time in preparing the figures I have had to take 
some short cuts, but I do not think they are wildly incorrect. 
I think they will introduce a correct perspective into one of 
your problems. 
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Income Tax 

To return now to the income tax schedules: 

Schedule A deals with the ownership of property— 
roughly the rent or rental value is assessed. Thus a busi- 
ness which owns property must pay the tax under schedule 
A, but obtains a set-off from its assessment on its profits. 
If premises are empty no tax is payable. 

Schedule B deal with farmers. Until recently the farm- 
er was a very lucky man. He had the choice of doing a 
lot of things to minimize his liability, almost to escape en- 
tirely, but that day has fairly well gone—for anyone but 
the very small farmer anyway. Now, if he possesses land 
of assessment value over £100, he is chargeable under sched- 
ule D. 

Schedule C deals with the income arising from certain 
government securities and really doesn’t concern us at all as 
a schedule, because a schedule C assessment is not a matter 
which we come across as such. 

Schedule D deals with: (a) Profits of businesses and pro- 
fessions; (b) interest received gross, i.e., when it is not 
taxed at source; (c) income from foreign sources; (d) other 
miscellaneous income not charged under other schedules 
and not specially exempted from tax. 

Schedule E deals with assessments on salaries, mainly on 
a PAYE (pay as you earn) system. This is a fairly com- 
plex arrangement of codes and tables, all designed to charge 
the income, as far as is possible, with the full amount of 
tax payable by the salary or wage earner. 

Rules 


There are comprehensive and complex rules applicable 
to each of the schedules, but as each year goes by the Chan- 
cellor of the Exchequer finds out some other little thing to 
make life more difficult for us. 

But, as if that were not enough, we have a section writ- 
ten into the act which says that the rules of one schedule 
can be made to apply to any other schedule, provided that 
it is not repugnant to the rules of that other schedule. 

The result is now fairly well established that there is little 
which the average man would consider income which can 
escape the inland revenue net. Indeed, we seem to tax about 
everything that is possible and sometimes almost impossible 
of realization. But it still is, in some cases, possible to escape 
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liability on profits such as on realizations of investments or 
plant sold—which are regarded as accretions to capital. 
Annuity Principle 

Now, I must mention the next fundamental fact and that 
is what I call the annuity principle. If a man buys a 
straight annuity, there is liability on the whole annual sum 
received although it is in fact part repayment of capital. 
So we arrive immediately at the principle of no allowance 
for amortization of capital outlays. It is important to bear 
this in mind always when you are considering United King- 
dom income tax legislation. 1 think your law and practice 
in this is either more lenient or inconsistent than ours. 

Plant and Machinery 

Having enunciated a principle, the first thing we must 
do is to qualify it to some extent because we are allowed a 
wear and tear allowance on plant and machinery, and there 
is a small allowance for mills, factories, and similar prem- 
ises. Wear and tear allowance is usually limited to plant 
in the nature of machinery. Expenditure on the renewal of 
such things as furniture and fittings is allowable as a deduc- 
tion from profits, but sometimes in lieu thereof a wear and 
tear allowance is given. You cannot have both wear and 
tear and renewals on the same equipment, however. 

I should also mention that in regard to temporary struc- 
tures (of wood usually) in places abroad which are subject 
to extremes of temperature, e.g., in the tropics or the far 
north, it is usual to give a fairly generous treatment in the 
way of renewals of complete structures, in addition to or- 
dinary repairs. 

Then we have what we call an obsolescence allowance 
when machinery (on which wear and tear allowance has 
been given) is replaced by reason of its obsolescence, i.e., 
so much of the cost of the new machinery is allowed as rep- 
resents the original cost of the old machinery, less the total 
allowances made for wear and tear and less the realized or 
scrap value of the old machinery. This section used to be 
very strictly interpreted, but a more generous line is now 
taken. 

Generally speaking, wear and tear allowance is given on 
the written-down value of the machinery (with one notable 
exception, ships), and not a straight line method on cost 
price. The percentages allowed are in the main all laid 
down by agreement between the trade associations con- 
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cerned and the inland revenue, but again speaking generally, 
the allowances are not generous. There is, however, in 
theory, nothing to prevent the taxpayer from appealing for 
a higher percentage, but in practice he is not likely to get 
much change; and there is an additional allowance granted 
during the war (and since rearmament started) to compen- 
sate for the extra time which machinery is now being run, 
in comparison with ordinary peacetime running. There is 
also an allowance under F.A. 1941 for exceptional depre- 
ciation to buildings and plant arising out of the war, when 
the assets have been specially provided for war purposes. 
Expenses Allowable 

Roughly speaking, we are allowed all our expenses pro- 
vided they are wholly and exclusively laid out or expended 
for the purposes of the trade and provided they do not in- 
fringe that fundamental principle of no amortization. This 
principle of course covers the disallowance of any capital 
expenditure even though it is laid out or expended for the 
purpose of the trade. But capital expenditure is also dis- 
allowed by direct wording in the act. Then of course we 
come straight up against the question—what is capital and 
what is revenue expenditure? No doubt you have exactly 
the same problem, but perhaps our revenue department in- 
terprets it more strictly against us than does the Canadian 
department. For our tax purposes it is not sufficient to 
look at the permanence of asset purchased. It is necessary 
to see whether the expenditure is really the ordinary annual 
expenditure to be expected in that class of business. If it 
is not, then it is disallowed, whether it has produced an 
asset or not. 

I would remind you that in the Vallambrosa case the 
following remarks were made in the course of the judg- 
ments: “In a rough way, it is not a bad criterion of what 
is capital expenditure as against what is revenue expendi- 
ture to say that capital expenditure is a thing that has to 
be spent once and for all and income expenditure is a thing 
that is going to recur every year.” 

The following are some of the items of expense where 
the treatment in U.K. is different from that in Canada: 


CANADA OX. 
Depreciation of commercial build- 
ing (as distinct from factories) .. Yes No 
Depletion of natural resources ... Yes No 
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PEE 5 hc ek nanecsemees aan eewe Yes (corpora- No (but tax is 
tions) deductible on 

DOEORD 559 Skene sss useacusaunn Yes (subject to payment) 
limitation) No 

Unusual medical expenses ........ Yes No 

Exploration expenses ............ Yes No 

Pension funds (back service con- 

CRUD. ee OR ards DE Yes (to some Yes (but limited 
consider- in such a 
able way as to be 
extent) almost value- 

less at the 

present 

time) 
Reserves 


Reserves against contingencies are not allowed, except 
mainly in the case of doubtful debts where an allowance 
can be claimed to the extent which the debts are estimated 
to be bad. This is not quite true in case of “enemy” debts 
where the revenue took, in my opinion, an entirely wrong 
attitude. Thus, if you had a doubtful debtor resident in 
London, a reserve would be allowed in your accounts; but 
if he lived in Paris, the reserve was disallowed and the 
tax thereon allowed to stand on until it was seen what 
the end of the war would bring forth. 

Reserves against stock values are not allowed except to 
the extent which they are necessary to write stocks down 
to current market values, and I suppose that you, like we, 
have the same difficulty to persuade the inland revenue 
as to what are market values. We cannot anticipate our 
losses and provide for them out of taxable income. 

Revision of Taxation 

Now I must come to the point which is exercising your 
minds over here. I may say that our minds in the U.K. 
are also exercised by the same thing. It is this. What 
proposal can we make in regard to the post-war world so 
that private enterprise shall receive a reward after paying 
its taxes commensurate with the risks run. For it is only 
by doing this that business (as we know it) will be able 
to continue and fresh funds be made available for future 
development. 

To digress for one moment, I would just remind you 
that quite apart from E.P.T. in the highest reaches of our 
income tax including surtax the rate reaches 19/6 in the &, 
which is somewhat the same figure as your own. There is 
thus not much left over for capital growth. 
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It is impossible for trade, commerce, industry and em- 
ployees, salaried or otherwise, to continue paying the high 
rates now imposed. It is the surplus purchasing power in 
the consumers’ hands which creates demands for goods and 
keeps the wheels of trade, commerce, and industry turning. 
And it is the surplus undistributed profits of small, as well 
as large, enterprises which allow capital a chance to ac- 
cumulate and take advantage of opportunities for develop- 
ment. 

Profits and Dividends 

I have already referred to our principle of taxation at 
the source, wherever that is possible. All companies are 
in the first instance liable to pay income tax on the same 
basis as every other person and each company is a separ- 
ate taxable entity for income tax purposes, but when it 
pays a dividend it is entitled under rule 20 of the rules 
applicable to all the schedules to deduct the tax appropriate 
thereto. That is, generally speaking, if a dividend is de- 
clared as payable in a year when the income tax rate is 
10/- in the £, the company recoups 10/- in the £ as a re- 
covery of taxes which it itself has paid or will pay to the 
inland revenue. And it has to give the shareholder a certi- 
ficate to that effect. The company deducts the current 
rate even though the profits were made and tax paid there- 
on at some lower or higher rate. It may therefore make, 
so to speak, a profit or loss on the tax, on its dividends. 

As I understand it, in Canada—apart from dividends 
paid to another corporation—when a company pays a divi- 
dend to a resident in Canada, it does not deduct income tax 
at all, and the shareholder himself also has to pay a fur- 
ther tax on the dividend he receives. I understand that 
out here you consider this most unfair and are rather in- 
clined to look enviously at the U.K. system in this respect. 
You regard it as double taxation and on that dividend it 
is just that, nothing less, but nothing more. 

I must confess, however, that I was somewhat perturbed 
when I read both in a serious journal and in a draft resolu- 
tion in Winnipeg that there is no corporation income tax 
in the United Kingdom or that there wasn’t before the 
war. I really wondered what we have been paying since 
1842 and why you should have got this absurd impression. 
I find myself that it all comes back to this question of the 
double tax on dividend income. I hope I have shown you 
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that in reality there is not a lot of difference in your and 
our ultimate tax burden. 

Further I have just read an article by a Canadian C.A. 
which, referring to your flat rate E.P.T., unites it with in- 
come tax and calls it corporation income tax at 40%. This 
is an inaccuracy, particularly when it is joined up with 
E.P.T. at 100%, making it appear that the three taxes 
have to be borne (18%, 22%, and 100%). I personally 
wish that Canadian chartered accountants could persuade 
the Dominion government to say that in their view the 
40% is income tax and to make the necessary legislative 
changes. But I think that that is impossible at the present 
time. 

He goes on to say: “In Great Britain the minimum or 
normal rate is 50%”, (he has forgotten that we also have 
a “flat”? rate N.D.C. as an alternative to E.P.T., but that 
is immaterial), “but the income of corporations is not taxed 
again in the hands of individual shareholders at the normal 
rate when they receive it in the form of dividends. In 
Canada and U.S.A. dividends are taxed in the hands of 
individual shareholders in the same way as any other in- 
come. It follows, as a result of such double taxation that 
the income of corporations is more heavily taxed in Can- 
ada and the U.S.A. than it is in Great Britain.” Please 
note well this last sentence. 

It might have followed (if facts had supported it) that 
the income represented by the dividend is more heavily 
taxed in certain brackets of income—but that is quite a 
different matter. 

Apart from the illogicality of this statement (because 
he confuses dividends and profits) let us look for one 
moment at these figures. Let us assume that his 40% 
were all income tax, then the following is representative 
of the highest graduated rates: 


CANADA Corporation Income 100 
Less Flat Rate .... 40 
60 


and let us suppose that it is all distributed, 
in which case apparently the highest com- 
bined rates will be 96% (approx.) on 60 .. 57.6 


SROENMEE S6065855 0% 2.4 in the shareholders’ 
‘ —— = hands as spendable 
income. 
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UNITED KINGDOM Corporation Income ” 
1088 NDS, 2600s 


95 
Less I. Tax 50% .. 47.5 


47.5% (which may then 
‘bear surtax up to 
47.5% on 95) 





DRI 56.oicewasx 2.375 in the sharehold- 
= =: ers’ hand as 
spendable income. 


In each case 100% E.P.T. is ignored. This bracket does 
not support the case at all. So that he is both illogical in 
all and incorrect in some cases. 

Now let us look for a moment at a case where 100% 
E.P.T. applies in both countries. 

Suppose profits of $8,000,000 and E.P.T. standard of 
$3,000,000 and suppose the whole of the available profits 
after taxation are distributed: 





CANADA UNITED KINGDOM 
1.T. $8,000,000 @ 18% $1,440,000 E.P.T. $5,000,000 
12% 960,000 L.T. $8,000,000 
Less 
E.P.T. 5,000,000 
E.P.T. $5,000,000 3,000,000 @ 50% 1,500,000 
Less — 
30% 1,500,000 3,500,000 $6,500,000 
5,900,000 
Less Repayment Post-War Less Repayment Post-War 
8,000,000 20% of 
3,500,000 E.P.T. 1,000,000 
—_——_——- Less 
4,500,000 - 1/5 900,000 ~=—«iL..T. 500,000 500,000 








Net E.P.T. and I.T. ‘$5, 000, 000 Net E.P.T. and I.T. 36, 000,000 F 








If then we take this one stage further and see how much 
the proprietor of such a business has left in his pocket 


(assuming that it is all one proprietor) : 
Cash ecient 000 Cash ne ae 700 


This example again oon that at least in cutie 
brackets the tax reaching the respective treasuries is 
higher in the U.K. than in Canada, even where all available 
profits are distributed. 
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I do not wish to fall into the same error as the author 
of that article and so to be fair I must admit that in the 
very lowest income brackets the income tax ultimately 
borne by a Canadian investor is more than is the case in 
England; but particularly when our surtax exemption 
limit is reached, I think you will find in almost all brackets 
now the income tax borne by the shareholders in a Cana- 
dian company is not very different from that borne in the 
U.K. I think that the above figures show that it is unwise 
to make sweeping statements especially when they are not 
logical. 

Incidentally, I would like to interpose here that even if 
your companies over here had the right to deduct income 
tax from dividends, it would clearly be restricted at present 
to the 18%. 

Now in regard to those lower brackets I have just re- 
ferred to, I personally think that we must not confine our 
attention solely to direct taxation, but we must take into 
account both indirect taxation and on the other side the 
effects of government subsidies and the cost of living. I 
am certainly not an authority on those matters, but I do 
not think I am being unduly biased when I say that it 
appears to me that in spite of all your taxation you seem 
to have more money left to spend on yourselves than we 
have in the United Kingdom. That of course may merely 
be the case in the wage earning and salaried classes. No 
doubt, you yourselves will be better informed on this than 
I am. 

I have heard also the view expressed that this double 
tax is a severe discrimination against companies—so much 
so that corporations are being dissolved and the businesses 
then carried on by the individual proprietor or in partner- 
ship form. I wonder whether this is a fact. It would be 
very interesting to know. Personally, I should doubt it. 

I have also seen it stated that excess profits tax fre- 
quently increases the total tax payable on income to 80% 
of net earnings. Again I wonder whether this is sufficiently 
common to base any argument on. It all depends on the 
facts. If there are cases like this, then is not the remedy 
some relieving clause to be written into the act to cover 
them. In any event, as excess profits tax is certainly de- 
signed to take the profit out of war, I doubt whether it 
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would be intended to carry it over for long into peace. In 
considering the long term view, I personally think it is 
wise to ignore excess profits tax and try to make some in- 
telligent forecast of what the income tax rate might be— 
that is if you want to get anywhere with a government or 
royal commission. 

Undistributed Profits 

Now, just think of that part of the income which is not 
distributed. In this case your shareholders have (in the 
company’s coffers, it is true) 60% left as against our 47.5%. 
And this applies to all profits ploughed back and disallowed 
reserves and such items. In addition to all this you have 
on this side a much more generous method (whether it is 
more scientific is another matter) of dealing with deprecia- 
tion, amortization, and various allied allowances. On these 
items you plough back 100% compared with our 47.5% 
(ignoring true E.P.T.). I doubt whether you give sufficient 
attention to these items in your comparisons. I think you 
should. 

Having given you these generalities I must now come 
to certain particular points of English statutes. I can only 
deal with a limited number because of the time factor. 

1. Private Companies. The first concerns what we call 
private companies, controlled by not more than five per- 
sons. Once upon a time (it is a grim story) it was possible 
for a trading partnership of say three or four men to be- 
come incorporated as a private company and escape surtax 
(not ordinary income tax) on its undistributed profits and 
reserves. Now, however, that is not possible, because the 
inland revenue have the right to apportion those profits, 
etc., back to the shareholders of the company and claim 
surtax thereon. 

You have, I believe, something of a similar nature, but 
I am afraid our rules are far more complex than yours and 
whereas I understand your rule could apply to public com- 
panies as well as to private companies, it is never, or hardly 
ever invoked; while ours is always in actual operation as 
regards private companies and does not apply to public 
companies at all. - 

I will not weary you with a mere recital of the rules 
because you can read them anytime you wish. But the snag 
about our rules is that if the commissioners decide that 
there has not been a reasonable distribution within a rea- 
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sonable time they are called upon to assess the whole ad- 
justed profits to surtax. They are not called upon to assess 
that amount which would have been reasonable. I think 
your basis is that the minister may consider the case and 
if he decides that the accumulation of undistributed profits 
is excessive, he can then determine to what extent it ought 
to be distributed and apportion the figures accordingly. In 
practice, what happens therefore with us is that the com- 
pany approaches the special commissioners and shows them 
the figures. The commissioners are then prepared to listen 
to what the directors have to say quite unofficially and 
will give a very good indication of what they would con- 
sider to be a reasonable distribution. If the company is 
wise, it distributes that amount. 

An agitation is now going on for the alteration of this 
legislation which seems to us rather penal. It certainly 
makes for the complete distribution of a “controlled” com- 
pany’s funds and leaves its coffers rather bare when some 
development plan comes forward. Of course the commis- 
sioners take into consideration any proposed plans for de- 
velopment, but as you know development has to be provided 
for in advance and not in arrear. Capital has to be built 
up. It does not grow on gooseberry bushes just when you 
require it, anymore than gooseberries do. 

These provisions only apply to companies which are 
under the real control of not more than five persons— 
control in this case is measured by voting power directly, 
through families or by nominees and to companies in which 
the public are not substantially interested. 

2. Double Taxation. The second concerns relief from 
double taxation in two “Empire” countries or as we call 
it Dominion income tax relief. When the Royal Commis- 
sion considered this question—1919 or 1920—the sub-com- 
mittee (of which Lord Stamp was the leading light) re- 
commended that from the U.K. tax should be deducted the 
amount of any income tax paid in a Dominion or colony. 
The commission, however, recommended that what should 
be done was to eliminate the lower of the two rates—which 
was quite a different matter. Then the U.K. statute came 
in in 1920. The relief was not too bad as interpreted at 
that time, as Dominion and colonial rates were low and 
any anomalies were too trifling in amount to worry about. 
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It was hoped that the Dominions and colonies would 
grant what was called reciprocal relief. In other words 
the U.K. revenue would give up such part of its normal 
tax and the Dominions would give up such part of their 
normal tax as would result in the company being left only 
to bear the higher of the two rates. Our statute therefore 
was designed to give relief at one-half our standard rate, 
or the Dominion (including provincial) rate, whichever was 
the lower, on the doubly taxed income, and of course in- 
volved the disallowance of Dominion income tax as a proper 
debit to profit and loss account. 

Unfortunately the Dominions did not all reciprocate— 
you know what Canada did—and it was provided that cer- 
tain additional relief from U.K. tax should be given in 
such cases. This additional relief under section 27(4) (b), 
F.A. 1920, allowed as a deduction from profits the differ- 
ence between the Dominion taxes paid or payable and the 
U.K. relief allowed. The result of this adjustment as you 
will see was that no deduction under this clause was effec- 
tively allowed for any Dominion income tax which had been 
repaid by the U.K. treasury to the taxpayer. This was 
quite a fair adjustment. Unfortunately, wherever a Dom- 
inion grants any reciprocal relief, even thought it is only 
partial and not fully reciprocal, no deduction can be claimed 
under Section 27(4)(b). This is not fair, but so far we 
have not been able to convert the chancellor of the ex- 
chequer to our point of view. We are not without hope, 
however. 

As a result of certain cases taken to the courts in Eng- 
land, what we now get is relief at the lower of the two 
rates on the lower of the two assessments and the inland 
revenue even try to whittle down further than this. Thus, 
the relief is now in a large number of cases nothing like 
what was originally intended, as you can well appreciate. 

(Incidentally, while we are on this point, it is surprising 
the number of persons—chartered accountants and others 
—who think that Canada is a reciprocating Dominion.) 

I have been instrumental in getting a number of im- 
portant concerns affected by this question of double taxa- 
tion to sign a memorandum to the chancellor of the ex- 
chequer, setting out briefly our troubles and asking for 
a complete review in conjunction with all the Dominions 
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and colonies of the law and practice relating to this ques- 
tion, so as to bring them more in line with what was in- 
tended. I think some steps are being taken by the U.K. 
government on this memorandum, and I hope Canada will 
do something too, to co-operate. 

A company which receives Dominion income tax relief 
must pass it on to shareholders by reducing the rate of 
tax deducted from dividends. Then an individual who has 
received the benefit of D.I.T.R. passed on to him must in 
turn recalculate his liability, by reference to his own per- 
sonal rate, and if he has had excessive relief it will be 
charged to tax, and if too little (that is, by reason of sur- 
tax) he gets additional refund. 

A company which has preference shareholders must 
also pass on to them the D.I.T. relief in which case they 
get an uncovenanted benefit in addition to their prefer- 
ence rate. This again is not fair as it comes out of the 
ordinary shareholders’ pockets in the long run. 

I have only one further point to mention on this, namely 
you look on your flat rate E.P.T. which together with your 
L.T. makes 40%, as an income tax. Unfortunately the com- 
missioners in England do not take the same view and our 
relief is limited to the 18%. 

8. Buildings. The third concerns buildings. I referred 
at the beginning to this. Where a building is in the nature 
of a factory, a small allowance is given, sometimes approxi- 
mating to 1% on prime cost. There is, however, no allow- 
ance at all for office buildings, or for example departmental 
store buildings. We should all like to see that altered, but 
the chancellor seems more intent on giving aid in post-war 
years to industry, leaving trade and commerce out in the 
cold, and I am beginning to doubt whether the latter groups 
of taxpayers will get any concessions although they need 
it more than the former. Any concession might encroach 
on what I have called the annuity principle. 

4. Companies Operated Abroad. The fourth point con- 
cerns the control of companies operated abroad. Our courts 
take the view that under our acts the place where the cen- 
tral management abides is where control is deemed to be 
exercised and the business carried on. If that control is 
in the U.K., then the foreign operations are liable on their 
full profits. On the other hand, if control of trading oper- 
ations is exercised abroad, then liability in the U.K. is 
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restricted to dividends receivable in the U.K., plus of course 
any liability there may exist under other schedules or cases. 

This subject alone is so complex that it would merit 
several lectures, but I hope you will let me just pass over 
it with those few words. But you will all have noted the 
importance of the point in regard to the operations of 
“foreign” subsidiaries of U.K. parent companies, and that 
the question of control is essentially dominated by the facts 
of the case in question, and not by shareholding control 
alone. 

5. Agency Cases. The next point I will mention is that 
concerning agency cases. A “selling” agent is chargeable 
on all profits accruing directly or indirectly through a regu- 
lar agency (other than a bona fide broker or commission 
agency), and the assessment may in default of actual in- 
formation as to profits be assessed on a percentage of turn- 
over basis. In all agency cases, however, primary factors 
are: (1) Whether the contracts for sale are made in the 
U.K., and (2) whether delivery is made from stock in U.K. 

Of course a broker or commission agent cannot defeat 
the act by becoming in addition to his brokerage business, 
a regular agent for a client, and claim exemption just be- 
cause he is a broker. There would be liability in such a 
case on the brokers, whether in receipt of the profits or 
not, and clever fellows who thought up ideas to avoid tax 
might be somewhat out of pocket. That was the intention. 

6. Artificial Transactions. For income tax, so long as 
the transaction is actually carried out, it is not regarded 
as artificial, even though it may reduce liability by a mere 
legal technicality, but for surtax on companies, E.P.T. and 
N.D.C., such transactions can be challenged and avoided 
by the inland revenue. This is not quite the same as your 
legislation which I understand covers income tax as well 
as E.P.T. 

7. Trading Stocks—Section 26, F.A. 1938. There were 
some bright people in U.K. who used to be constantly 
thinking up new tricks and of course one was the going 
out of business and valuing stocks at much less than mar- 
ket or realized price. That was knocked on the head by 
section 26, F.A. 1938, which provided, I think, fairly suc- 
cessfully for this contingency. As you may know a similar 
type of transaction was introduced for E.P.T. in the whisky 
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business and unfortunately for the persons in question 
the inland revenue challenged the transactions and a num- 
ber of eminent people were quite innocently involved. 

8. Co-operative Societies—Section 31, F.A. 1933. Until 
1933 co-operative societies were exempt from almost all 
income tax on the ground that they were mutual societies 
and that a man cannot make a profit out of himself. It 
was recognized in 1933 that having regard to the other 
activities of the co-operative societies, the exemption of 
their income was an anachronism and should be remedied. 
It was; and they are now liable as ordinary traders. They 
are allowed to deduct, however, discounts, rebates, divid- 
end and bonus on transactions. They are also allowed, as 
a deduction from their tax payable, such amount as they 
could have deducted from members’ interest on loans or 
share capital, as in this case the society is bound to pay 
the interest in full (the recipient is assessed direct for 
the tax due). 

9. Research Expenditure. It is interesting to note this 
amendment made in 1944 to our act. As a matter of fact, 
I believe that the largest concerns affected already got a 
substantial amount of the deductions they claimed. But 
the act put the allowance on a proper footing for everybody. 
Ordinary expenditure (not capital) is to be allowed when 
incurred or paid—capital expenditure spread over five 
years, This is roughly the position, but there are various 
rules to be observed in special circumstances. 

10. Foreign Exchange in Accounts. The U.K. claim 
that they are entitled to compute the assessment in cur- 
rency but based on U.K. principles, convert that at the 
average remittance rate during the year, and that the re- 
sulting figure is the U.K. assessment, even though (a) 
items such as depreciation cannot be remitted and (b) 
possibly not even profits can be remitted. I don’t think 
they have really decided yet themselves what they want 
to do. Of course, realized exchange profits and losses 
really follow the corpus—if they are on capital, the ex- 
change profits are capital (i.e., on investments) and if on 
income or trading assets then they are liable to income 
tax. 
11. Residence in U.K. One used to hear quite often 
some very garbled accounts of what I will call the six- 
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months rule, and there was a general idea that a person 
was not liable to U.K. tax unless he had lived in the 
country for six months. That was quite incorrect. The 
rule is a rule applicable to schedule D, and then only in 
respect of foreign possessions and securities. If the person 
is in the U.K. for a temporary purpose only and not with 
a view to establishing his residence there (and a man may 
have a residence in many countries) and he hasn’t resided 
for six months of the fiscal year in the U.K., then he is not 
charged on that type of income. There are a few snags in 
that. 

You will see that that does not affect a U.K. resident 
who is temporarily absent, nor a foreigner who either lives 
habitually even for short periods or who has an established 
residence in the U.K. In those cases presence in the U.K. 
for one day will attract liability to be computed according 
to the rules of the schedules. 

In the case of a person who is not domiciled or not 
ordinarily resident in U.K., he will in any case be liable 
only on remittances or importations of income. 

In the case of a man employed or in business abroad, 
whose wife is living in U.K., if he receives his salary or 
profits abroad and makes remittances thereout to his wife, 
she is not liable to tax on those remittances. She is, how- 
ever, liable on her own investment income, and as her hus- 
band’s agent, if any is received from his investments. Here 
again, however, the basis is remittances from abroad. 
When the husband visits the U.K., however, the position is 
altered. If he is an employee and thus by his visit becomes 
technically resident, he may be liable to tax on the whole 
of his remuneration for the year. 


I have known cases where the commissioners of inland 
revenue have taken a very lenient view of such circum- 
stances, and also the reverse, and it is never wise to gen- 
eralize too much on this particular aspect. 

Foreign directors of English companies, even if not resi- 
dent in the U.K. are in general liable on the fees they 
receive, but I have known other arrangements to be made. 

Compensation for Loss of Office 

As can be imagined, there have been several cases on 
this subject; obviously the inland revenue does not look 
with favour on such matters and equally taxpayers (or 
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avoiders) try to get something for nothing. The question 
becomes largely a question of the legal interpretation of 
the documents, minutes, etc. 

Evidence of the parties to the contracts is permissible. 
This is sometimes overlooked and documents are left am- 
biguous for reasons of tax. But I don’t think such methods 
are often successful. I would not like to say more than 
this, that it is still possible to escape assessment on such 
items, but my advice to accountants would be, “let the 
lawyers do this job.” 

E.P.T. and N.D.C. 

Now I will just say a few words about our E.P.T. and 
N.D.C. 

In addition to income tax we have, like you, 100% 
E.P.T. and an alternative flat rate tax of 5% N.D.C. Don’t 
let the smallness of this flat rate trouble your minds. It 
only means that proportionately more of our taxpayers pay 
the 100% than is the case with you. In E.P.T. the in- 
dividualistic approach of income tax to companies is miss- 
ing, and we have a grouping of parent and subsidiaries with 
special provisions. 

As I have mentioned we have special provisions de- 
signed to defeat artificial transactions; but not only can 
they be defeated but real transactions also. 

1. Thus section 35, F.A. 1941, and section 33, F.A. 1944 
deal with real transactions designed to avoid liability to 
E.P.T. and give wide power to the commissioners of the 
inland revenue with rights of appeal. 

2. Rule 9 of the rules for determining profits excludes 
any transaction if it has or would artificially reduce the 
profits. 

3. Section 32, F.A. 1940, excludes any deduction in ex- 
cess of the amount which the commissioners of inland rev- 
enue consider reasonable. 

4. Section 33, F.A. 1940, further provides that even 
if the expense would normally be deductible, and the com- 
missioners of inland revenue are of opinion that it is not 
reasonably or properly attributable to the chargeable ac- 
counting period, they may decide what is to be allowed as 
deduction, and to what other years the balance shall be 
allocated, and whether standard years or chargeable years. 
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I have already made a comparison which brings out 
the real burden of our 100% E.P.T. as against yours and 
I don’t think I need say any more about that. 

We have substituted standards, minimum standards, 
working proprietor standards, all designed to keep the car- 
rot in front of the donkey’s nose all the time. 

We have, I think, much more logical methods than you 

of dealing with increases and decreases in capital employed, 
and the deficiencies below the standard. In the latter case 
the effect is to even our own E.P.T. over the whole period 
which is to some extent, I believe, missing in your legis- 
lation. * 
An interesting situation arises in connection with the 
establishment of pension funds. For E.P.T. a lump sum 
payment to meet back service under an approved scheme 
has to be spread backwards over the employee’s working 
life, whereas for income tax it is spread forward for ten 
or twenty years. The effect of spreading backwards for 
E.P.T. is that usually chargeable accounting period profits 
are reduced, but so are standard profits (and so the poor 
dog may get no bone at all). 

For E.P.T. and N.D.C. the calculations of profits are 
mainly based on income tax principles, but there are modi- 
fications mainly introduced by the sections referred to 
above, and also notably the fact that D.I.T. payable is a 
deduction, notwithstanding the relief which may have been 
given. I had a considerable hand myself in getting this 
relief in the early days of N.D.C.; and E.P.T. followed the 
same rule. 

I must also add that at one time it was possible to pay 
out in taxes more than 100% after a certain “optimum” 
figure had been reached, so that increased profits before tax 
resulted in decreased profits after tax. I think that is cor- 
rected now. 

Conclusion 

In the space of a short talk, I could not possibly deal 
with all the intricacies of one hundred years of law and 
practice. There are so many points I have not been able 
to mention, such as the law applicable to husbands and 
wives, the special difficulties in the case of estates, all the 
personal allowances, the distinction between earned and un- 
earned income, the sections designed to negative transfers 
of income from father to child, the making of returns, 


APRIL 1945. 215 








THE CANADIAN CHARTERED ACCOUNTANT 





penalties for incorrect declarations, expenses of manage- 
ment, claims, charities, wartime concessions to service men, 
control of non-residents over residents, prevention of sales 
of investments in order to avoid tax. 

I hope, however, that those points I have touched upon 
will have given some broad background and perhaps some 
help in the particular problem. 


Now I want to ask you a question. I make no claim 
that our methods are better than yours, but would it not 
be sensible if all the English-speaking or commonwealth 
countries got together, decided what was the most scien- 
tific method of extracting the tax from an unwilling payer 
and then all adopted it with methods of reciprocity between 
all; and more important still, that they would stick to the 
agreed method. 


Developments in the English Institute of 
Chartered Accountants 

I want now to commend to your attention what we are 
trying to do in England. 

As probably you are aware, the English Institute a 
couple of years ago established a Taxation and Financial 
Relations Committee on which I have the honour to serve. 
That committee acts as experts through the operation of 
various sub-committees, and advises the council. As a 
result, the council can now offer (it seems to me) more 
authoritative advice both to the government and to mem- 
bers of the Institute than they have ever been able to do 
before. 

I am also trying to get the Institute to organize a well- 
paid economic and business research staff, which will collect 
facts and will be able to interpret them for the benefit of 
the T. and F.R. Committee. At the present time, there is 
a lamentable lack of factual information at hand at the 
time it is needed. Probably this is the case in Canada also. 

I would also add that the members of the T. and F.R. 
Committee are drawn from industry as well as from the 
professions, and qualified clerks to practitioners. And this, 
of course, will in time make a much broader base for the 
council to build upon. I think we all contribute something 
to the common pool of knowledge, as well as all drawing 
something out. 
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At the very least it can be regarded as the source of 
supply for future members of the council and it can pro- 
vide continuity in an orderly and progressive approach to 
the future of our profession, and the problems we shall have 
to face. 


Interest On Borrowed Capital 

N A CASE where bonds were sold for an amount sub- 
stantially below their face value, the Exchequer Court 
of Canada has decided that only the amount actually re- 
ceived can be used for computing interest deductible for 
income tax purposes. This case was Raymond Corporation 
Limited and the Minister of National Revenue, the decision 
being expressed on March 2, 1945, by Hon. J. T. Thorson, 

president of the Exchequer Court of Canada, as follows: 
“The issue in this appeal depends upon the construc- 
tion of section 5(b) of the Income War Tax Act, R.S.C. 
1927, chap. 97. In September, 1936, the appellant pur- 
chased property in the city of Toronto on which there was 
an uncompleted building known as the Victory Building. 


_ It finished the building in 1937 and started to lease office 


space in it. Then, having tried unsuccessfully to borrow 
on a second mortgage money with which to discharge lia- 
bilities incurred in connection with completion of the 
building, it decided to obtain the necessary funds by the is- 
sue of second mortgage bonds. Because the bonds were the 
issue of a new company with no previous operating ex- 
perience it was found impossible to dispose of them except 
at a discount. A purchaser was finally found and on 
October 15, 1937, the appellant issued second mortgage 
bonds of the face value of $600,000, bearing interest at the 
rate of six per cent per annum and maturing on October 
15, 1952, but all that it realized on the sale of the whole 
issue was the sum of $157,500. In September, 1938, the 
appellant sold the Victory Building and at the same time 
acquired for cancellation the outstanding bonds for the sum 
of $341,000, but was required to pay and did pay interest 
at six per cent per annum on $600,000 from the date of 
issue to September 15, 1938. 
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Basis of Appeal 

“In its income tax return for 1938 the appellant claimed 
as a reduction the sum of $25,405.50, being interest at six 
per cent per annum from January 1, 1938; to September 
15, 1938, on $600,000. The income tax assessment for 
1938, as appears from the notice, dated May 5, 1943, al- 
lowed a deduction of only $6,679.73, being interest at six 
per cent per annum for the period claimed, on $157,500 
and disallowed the claim in respect of the remainder. An 
appeal was taken to the Minister who affirmed the assess- 
ment, and an appeal to this Court was then brought. No 
question arises with respect to the interest paid for the 
period from the date of issue to December 31, 1937, since 
the operations of the appellant during 1937 did not result 
in taxable income. 

“The issue in the appeal is a narrow one. The appellant 
bases its right to deduct interest on section 5(b) of the 


Income War Tax Act, which provides as follows: 

5. “Income” as hereinbefore defined shall for the purposes of this 
act be subject to the following exemptions and deductions: 

(b) Such reasonable rate of interest on borrowed capital used 
in the business to earn the income as the minister in his discretion 
may allow notwithstanding the rate of interest payable by the tax- 
payer, but to the extent that interest payable by the taxpayer is in 
excess of the amount allowed by the minister hereunder, it shall not 
be allowed as a deduction and the rate of interest allowed shall 
not in any case exceed the rate stipulated for in the bond, de- 
benture, mortgage, note, agreement or other similar document, whether 
with or without security, by virtue of which the interest is payable; 


The Interest Rate 

“The section does not necessarily allow the deduction of 
interest at the contract rate. The rate is restricted to such 
reasonable rate as the minister in his discretion may allow. 
There is, therefore, no substance in the appellant’s argu- 
ment in its notice of appeal that if it had not been able 
to discount the bonds it might have been forced to borrow 
on a second mortgage at an interest rate substantially 
higher than that actualiy paid on the net amount received 
from the sale of the bonds. 

“It is, I think, clear that the discretion of the minister 
relates only to the allowance of a reasonable rate of in- 
terest. The rate has been allowed at six per cent per annum 
and in allowing such rate the minister has fully exercised 
the discretion vested in him. This leaves the amount to 
which the rate should be applied to be determined quite 
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apart from any exercise of ministerial discretion. The 
question to be answered is whether the expression ‘borrow- 
ed capital used in the business to earn the income’ means 
$600,000, the face value of the bonds, or $157,500, the 
sum realized on their sale. 

“The appellant claims a deduction from what would 
otherwise be its taxable income. It is well established 
that the exemption provisions of a taxing act must be con- 
strued strictly, since ‘taxation is the rule and exemption 
the exception’, Wylie v. City of Montreal'?. In Lumbers v. 
Minister of National Revenue’, I expressed the rule with 
reference to the exemption provisions of the Income War 
Tax Act as follows: ‘In respect of what would otherwise 
be taxable income in his hands a taxpayer cannot succeed 
in claiming an exemption from income tax unless his claim 
comes clearly within the provisions of some exempting sec- 
tion of the Income War Tax Act; he must show that every 
constituent element necessary to the exemption is present 
in his case and that every condition required by the 
exempting section has been complied with.’ 

“There are, in my opinion, two reasons why the ap- 
pellant cannot succeed in its claim to deduct interest except 
to the extent allowed on the assessment. One relates to the 
word ‘capital’ as used in the section and the other to the 
expression ‘used in the business to earn the income’. 


What Is Capital 

“Lindley’s Law of Companies, 6th edition, points out, 
at p. 543, that the word capital is used in many senses and, 
after specifying a number of them, states: ‘The idea under- 
lying the various meanings of the word capital in connec- 
tion with a company is that of money obtained or to be 
obtained for the purpose of commencing or extending a 
company’s business as distinguished from money earned 
in carrying on its business.’ A similar idea is involved in 
the meaning of the capital of an individual in his business. 
Wharton’s Law Lexicon, 14th edition, defines capital as: 
‘The corpus of property of any description which may or 
may not be the source of a periodical or other return (fruc- 
tus, produce or income).’ It also states: ‘In commerce, 
and as applied to individuals, it is understood to mean the 
sum of money which a merchant, banker, or trader adven- 
tures in any undertaking, or which he contributes to the 
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common stock of a partnership.’ This latter definition 
appears also in Bouvier’s Law Dictionary. 

A company may raise capital either by the sale of its 
shares or by borrowing on the issue of debentures or bonds, 
Kennedy v. Acadia Pulp & Paper Mills Co.* But there is 
an important difference between the share capital of a com- 
pany and its borrowed capital; in respect of the latter the 
company owes a debt to its debenture or bondholders, 
whereas, in respect of the former, the liability of the com- 
pany to its shareholders, whatever its nature may be, is 
clearly not that of debt. 

“This difference is the basis of section 5(b) of the act, 
which allows a deduction of interest only on borrowed 
capital. The borrowed capital may be that of a company 
or of an individual. No deduction is allowed in respect of 
the share capital of a company or the capital which an in- 
dividual adventures out of his own resources, for no in- 
terest is owing in respect of it. This distinction between 
share and borrowed capital was clearly emphasized by 
Audette J. in Dupuis Fréres Limited v. Minister of Customs 
and Excise‘, when he held that preference shares were not 
‘borrowed capital’ and that the dividends paid on them were 
not exempt from income tax. 

“It was argued that the appellant had incurred an ob- 
ligation to pay $600,000 together with interest thereon at 
six per cent per annum and had paid such interest; that 
all the proceeds of the borrowing had gone into the ex- 
chequer of the appellant and that the amount of its 
borrowed capital was $600,000. Some support for this 
contention may perhaps be found in Lindley’s Law of Com- 
panies, 6th edition, at p. 548, where the author says: ‘A 
company’s so-called borrowed capital or loan capital is 
neither more nor less than a debt; it is money borrowed 
by a company on certain terms, and is repayable by the 
company according to the terms on which the money has 
been lent.’ It seems to me that in the first part of this 
statement the author has failed to distinguish between the 
capital obtained by the borrowing and the obligation in- 
curred in respect of it. It is, I think, inherent in the idea 
of capital, whether of a company or of an individual, that 
there is an asset in the form of money or a fund or other 
property capable of being or becoming a source of income 
to its owner. Its amount must be distinguished from the 
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obligation or liability incidental to it. The capital is one 
thing, the liability or obligation in respect of it, whatever 
its nature or extent, is quite a different thing. What the 
appellant really did was to incur an obligation to pay 
$600,000 in 1952 together with interest thereon at six per 
cent per annum in consideration of receiving the present 
sum of $157,500. This was the only asset it obtained by 
borrowing and this was the amount of its borrowed capital. 
The difference between such amount and the amount of the 
obligation incurred, even although a capital obligation, 
never became part of the capital of the appellant, borrowed 
or otherwise. In this view of the matter, it is unnecessary 
to determine what the difference was. 
When Used to Earn the Income 

“There is a second reason why the appeal cannot suc- 
ceed. The expression ‘used in the business to earn the in- 
come’ contained in section 5(b) of the Income War Tax 
Act shows in clear and explicit terms that the right of the 
taxpayer to deduct from what would otherwise be his tax- 
able income interest on borrowed capital is not to be meas- 
ured by the extent of his obligations in respect thereof but 
is restricted to only such borrowed capital as has actually 
been used in his business to earn the income. It is not the 
obligation incurred through the borrowing but the asset in 
the form of money or other property received from it and 
actually put into the business to earn the income that is the 
measure of the taxpayer’s right, once the rate of interest 
has been allowed. The taxpayer is entitled only to such 
deduction as the section clearly permits and the expression 
referred to expressly limits his right in the manner speci- 
fied. Consequently, whatever the appellant’s borrowed 
capital was, it is clear that all that was used in the business 
to earn the income was the sum of $157,500. That was 
all that could have been so used for that was all that the 
appellant ever received. That is the limit of the amount 
in respect of which it is entitled to deduct interest. The 
assessment allowing only such a deduction was in accord- 
ance with the act and the appeal must be dismissed with 
costs.” 
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Current Accounting Literature 
By Frank S. Capon, C.A. 


CCOUNTING Research Bulletin No. 24 of the American 
Institute of Accountants (13 East 41st Street, New 
York) deals with the methods of accounting for the two 
main types of intangible assets, viz., (1) those having a 
definite term of value, such as patents, copyrights, etc. (2) 
Those having no limited term of value, such as goodwill, 
trade names, secret processes, etc. 
The decisions may be summarized as follows: 

1. Such assets should be carried in the initial instance 
at cost. . 

2. Where possible, the cost should be amortized over the 
useful life. 

3. Where the useful life is not limited, the cost should 
only be written down when a loss of value has been estab- 
lished, but such write-down should be made in the income 
or earned surplus account and not against capital surplus. 

4. If it is decided that intangibles of the second type 
above will lose value over a period of years, they should be 
amortized out of current income. 

Where a parent company pays more than book value 
for shares of a subsidiary, and then prepares consolidated 
statements, the excess should be allocated as far as pos- 
sible to the assets which are considered to be worth more 
than book values. 


Predetermination Settlements and War Contracts 
Termination 


The N.A.C.A. Bulletin dated 15th January (National 
Association of Cost Accountants, 385 Madison Ave., New 
York) contains two articles concerning war contract term- 
ination settlements under U.S. regulations, but both have 
a definite bearing on similar problems encountered. in 
Canada. B. Walker outlines some of the responsibilities 
of accountants in connection with predetermination of 
contract settlements. The speed with which settlements 
are made following termination will be of vital importance 
to industry, and in many cases may mean the difference 
between successful reconversion and bankruptcy. The value 
of having carefully prepared estimates of settlements prior 
to termination can go far to facilitating clearance, and 
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such a task of necessity falls largely upon accountants. 
In the other article in this bulletin, M. J. Fahey explains 
in some detail the bases of costing under the U.S. joint 
termination regulation, and the various alternative methods 
of settlement. 

Costing 

Under the title “Effective Cost Control—or Catastrophe” 
Percy L. Procter emphasizes the importance of presentation 
of cost data in a form understandable by both management 
and production men, in an article in the lst February 
N.A.C.A. Bulletin. The contribution of cost accounting to 
the success of industry has received general recognition 
in recent years, but all accountants will agree with Mr. 
Procter’s plea for a clarification of the presentation of cost 
data, the minimization of figures, and the avoidance of de- 
tail. The lack of effective cost control and adequate cost 
reports will result in catastrophe—for cost accountants. 
Surely the same is true of general accounting also. 

The N.A.C.A. Bulletin of 15th February contains a 
paper by Henry C. Perry on “The Cost Accountant’s Con- 
tribution to Financial Management”. Mr. Perry covers his 
subject by discussing the cost accountant’s duties in con- 
nection with such major problems as taxation, reconversion 
resources, war contract termination, post-war competition 
and planning, post-war products and industrial relations. 
It may be news to some general accountants that the cost 
accountant has a legitimate interest in such matters, but 
Mr. Perry presents a very convincing cast. 

Accounting Principles—American and British 

Since 1939 the American Institute of Accountants has 
been issuing its American research bulletins, providing au- 
thoritative rulings or recommendations on accounting pro- 
cedures and policies, and since 1942 the Institute of Char- 
tered Accountants in England and Wales has been issuing 
a similar series of bulletins under the general heading of 
accounting_principles. An article by T. H. Sanders, former- 
ly research director of the American Institute, in the Feb- 
ruary issue of “The Journal of Accountancy” (13 East 41st 
Street, New York) lists the two sets of official releases, and 
compares the treatment of the major accounting problems 
in the two countries. Mr. Sanders shows a deep under- 
standing of the two viewpoints, which are not always par- 
allel, due in large measure to differences of temperament 
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and custom between the two countries. The comparisons 
of specific releases are of particular interest to Canadian 
accountants who are so_ ell fitted to see both sides of the 
discussion and to extract the best points from each. Mr. 
Sanders concludes with the hope that the work started by 
the two institutes will be continued with vigour, but em- 
phasizes that it is not sufficient for the institutes to publish 
such authoritative statements—it is also necessary to edu- 
cate accountants so that they can read the statements in- 
telligently and apply them properly. The quotation from 
Dr. Johnson is very apt in this instance: “Sir, I am bound 
to provide you with reasons; but I am not bound to provide 
you with brains with which to understand them.” 
Accountants and Economists 


An article on this subject by F. S. Bray (an account- 
ant) appears in the February issue of “Accountancy” 
(London, England). The major issues—the stress placed 
by accountants on costs, and the emphasis placed by econ- 
omists on values—have been discussed at length before, 
but a review of such articles leaves one with the thought 
that, no matter what our feelings may be regarding econ- 
omists, we can ill afford to ignore the vital importance of a 
basic knowledge of economics to any leader in the business 
world. 

Appeal Procedures under the Income War Tax Act 


John S. Forsyth, legal secretary to the Income Tax Di- 
vision, outlines in detail in the February issue of “The 
Canadian Bar Review” (Osgoode Hall Law School, Toronto) 
the method of appealing income tax assessments. Mr. 
Forsyth compares the Canadian provisions with appeal pro- 
cedures in England, Australia, South Africa and the United 
States, and it is significant that Canada is the only one of 
these countries which does not have some form of informal 
tax court or commission to which the taxpayer can go when 
dissatisfied with the decision of the tax collector. The 1917 
Canadian act contained a provision for appointing a board 
of referees, but there is no record of such a board ever 
having been appointed. There is still time! 

Banking 
A brief review of world banking systems was made in 
a speech by A. V. Baker, reprinted in the 10th February 
issue of “The Accountant” (London, England). Although 
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time prevented a detailed treatment of the subject, the sal- 
ient features of the four great banking systems—British 
Empire, Continental (European), American and Russian— 
are brought out, with pertinent comments on the major 
advantages and disadvantages of the various systems. 


American Institute of Accountants Year Book 

The American Institute of Accountants (13 East 41st 
Street, New York) has published under the title “Termina- 
tion and Taxes” the papers presented at the annual meeting 
of the Institute last fall. As the title indicates, much time 
was devoted at the meeting to consideration of matters 
concerning the termination of war contracts and corporation 
taxation, and while many papers deal with problems pe- 
culiar to U.S. laws and regulations, the entire publication is 
of interest and value to Canadian accountants. 


(a) Termination of War Contracts: Under the heading 
of “War Contract Termination”, senior industrial and gov- 
ernment officials and public accountants discuss advance 
planning for termination, negotiated settlements on termin- 
ation, presentation of terminated contracts in financial 
statements and developments in termination cost principles. 
Such problems are common to all industrial countries in 
wartime and accountants cannot afford not to be up-to-date 
on contract termination procedures, regulations and laws. 


(b) Federal Corporate Taxation: Several of the papers 
on U.S. taxation are of academic interest only in Canada, 
as we are not as yet directly concerned with taxation of 
capital gains and losses, carry-back and carry-forward of 
excess profits credits, and so forth. The paper on “Recon- 
ciliation of Conflicting Accounting and Tax Concepts of 
Income” by Charles Melvour goes to the root of one of the 
basic difficulties of income taxation, that of the determina- 
tion of taxable income and the differences between taxable 
income and income computed by the accountant. Randolph 
E. Paul, formerly General Counsel to the U.S. Treasury, is 
one of the foremost authorities on taxation, and he pro- 
vides much food for thought in his talk on “Uneconomic 
Compulsions of Corporate Taxation”. We frequently fail 
to realize the number of decisions that are being made on 
the basis of today’s high tax rates—decisions that should 
normally be based on sound business principles. As a re- 
sult of these decisions, many things now being done would 
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be grossly uneconomical in periods of lower taxation, and 
now is the time for accountants to consider such matters 
in order that they may be in a position to take appropriate 
action as soon as tax rates begin to decrease. Papers by 
Roy Blough and H. E. Howell deal respectively with “Sim- 
plification of Corporate Tax Structure” and “Postulates of 
a Sound Post-War Corporate Tax Structure”, both subjects 
in which Canadian accountants are directly concerned. 

(c) The Income Statement: It is only in recent years 
that accountants and businessmen have come to recognize 
the prime importance of the income statement, and to 
relegate the balance sheet to the back seat. Now account- 
ants are arguing the relative merits of the historical and 
earning power form of income statement, and the discus- 
sion on this subject led by Maurice Pelonbet and Paul Grady 
sets forth the two sides to the argument. The following 
panel discussion by such authorities as William Werntz 
(chief accountant of the S.E.C.) and Philip L. West (New 
York Stock Exchange) also assists in crystallizing much of 
the accounting thinking. Fundamentally the two sides are 
not so far apart, but until the accounting profession can 
reach some decision acceptable to all, income statements 
will continue to be inconsistent and thus of something less 
than maximum value. 

(d) Miscellaneous: Other papers in the year book deal 
with professional problems, selection of accounting per- 
sonnel, recommended reforms in government accounting, 
and the legal and accounting professions. 

U.S. Master Tax Guide 

It is surprising how many times we in Canada find our- 
selves looking for the answer to a U.S. tax problem, either 
because we are faced with a matter directly affected by 
U.S. laws, or because we are trying to get a new angle on a 
Canadian tax problem. The U.S. Revenue Code has never 
been easy for Canadians (or Americans) to follow, but the 
1945 edition of the U.S. Master Tax Guide, published by the 
Commerce; Clearing House, Chicago, makes such references 
easy. The guide is carefully and clearly indexed, and gives 
readily the answers to any conceivable U.S. tax problem, 
providing also the Revenue Code section numbers for those 
who wish to go further than the summarization provided. 
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Refundable Portion of Excess Profits Tax 


| pgp ings covering the repayment of the refund- 
able portion of the excess profits tax in the event of 
bankruptcy, liquidation, etc., are given in an order in council 
(P.C. 78/982) approving a minute of the treasury board 
dated February 14, 1945. It is as follows: 


The board recommend, under the provisions of subsection 5 of 
section 18 of the Excess Profits Tax Act, that the following regulations 
be established regarding repayment of the refundable portion in the 
event of the bankruptcy, liquidation, winding-up or dissolution of the 
taxpayer: 

Regulations 

1. In the case of the bankruptcy of a taxpayer the refundable por- 
tion shall be payable to the trustee in bankruptcy. 

2. In the case of the liquidation or winding-up of a company the 
refundable portion shall be payable to the duly appointed liquidator 
of the company. 

3. In the case of the death of the taxpayer the refundable portion 
shall be payable to the duly appointed executors or the administrators 
of the estate of the deceased. 

Provided that, in the case of paragraphs 1, 2 and 3, upon the pro- 
duction of an order of the court before which the matter is properly 
and legally brought for hearing, which directs, as a court order, to 
whom the refundable portion shall be payable in lieu of the said (1) 
trustee in bankruptcy; (2) liquidator; (3) executors or administrators 
the refundable portion shall be paid accordingly. 

4. In the case of the termination of a partnership by death of one 
of the partners the refundable portion shall be payable as follows: 

(a) To the duly appointed executors or administrators of the 
estate of the deceased partner there shall be paid that portion 
of the refundable portion which corresponds with the interest 
of the deceased in the partnership in the taxation year or 
years to which the refundable portion is referable. 

(b) The balance of the refundable portion shall be paid to the 
surviving partner or partners pursuant to their respective in- 
terest or interests in the partnership in the taxation year or 
years to which the refundable portion is referable. 

5. In the case of the dissolution of a partnership by action of law 
the refundable portion shall be paid to the partners pursuant to their 
respective interest in the partnership in the taxation year or years to 
which the refundable portion is referable. 

Nothing contained herein shall be construed to entitle any person 
to have repaid to him any part of the refundable portion at a date 
earlier than the appropriate date which would otherwise have been 
applicable under section 18 of the said act. 


AprRIL 1945. 
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Claim For Income Tax 


HE claim of the Dominion government for income tax, 

as against a claim of British Columbia for workmen’s 
compensation, was dealt with by the British Columbia Su-_ 
preme Court in the case of Workmen’s Compensation Board 
v. Graham and Barrow and Minister of Revenue. The court 
decided that the Dominion government has not, by virtue 
of the Income War Tax Act, any greater right against the 
assets of an employer for recovery of moneys deducted by 
him for income tax on employees’ wages (declared by the 
act to be trust moneys) than any other person has against 
a trustee handling trust funds except with respect to the 
penalty provided for failure of the employer to keep the 
trust moneys separate from his other funds. The Dominion 
government has not a general priority over all other credi- 
tors for the payment of income tax moneys due it except as 
against the funds in the trust account or funds which can 
be followed as having come from the account, or funds 
which should have been paid into the account. 


Text of Judgment 


The judgment, expressed by Chief Justice Farris, which 
we publish through the courtesy of Dominion Law Reports, 
is as follows: 


In this matter Graham was operating a logging operation 
in British Columbia in the year 1943, during which time he 
deducted from his employees an amount of approximately $1,700, 
but did not keep the money so deducted separate and apart 
from his other funds as required by s. 92(7)* of the Income 
War Tax Act. 


*Section 92(6) and (7) of the Income War Taz Act, R.S.C. 1927, 
c. 97 (enacted 1942-43, c. 28, s. 31) reads as follows: 

“92(6) Any person who, pursuant to subsections one or two of this 
section, deducts or withholds any amount from any payment which 
he is liable to make to any person shall be deemed to hold the amount 
so deducted or withheld in trust for His Majesty. 

“(7) All amounts deducted or withheld by any person under 
subsections one and two of this section shall be kept separate and 
apart from the moneys of the person so deducting and in the event of 
any liquidation, assignment or bankruptcy of the person who made 
such deductions the said amounts so deducted shall remain apart and 
form no part of the estate of such person in liquidation, assignment 
or bankruptcy. In any event the moneys so deducted shall be paid 
over to His Majesty in full in priority to the claims of any secured 
or unsecured creditors including any claims of His Majesty in right 
of any province of Canada.” 


228 














CLAIM FOR INCOME TAX 


Graham also became indebted to the Workmen’s Compensa- 
tion Board of British Columbia in the sum of $1,800, and in the 
summer of 1944 the Workmen’s Compensation Board sued for 
the amount and garnisheed one Barrow who paid into Court 
approximately the sum of $1,800 upon the garnishee summons. 

The Workmen’s Compensation Board notified the Dominion 
Government of the proceedings, and in pursuance of such noti- 
fication the Department of Income Tax has intervened, claiming 
that it is entitled to receive the said moneys in priority to the 
Workmen’s Compensation Board of British Columbia under s. 
92(7), of the Dominion Income War Tax Act. 

It is contended by the intervener in effect that the Dominion 
Government has a prior claim on all moneys withheld or de- 
ducted by an employer and not paid to the Dominion Govern- 
ment under all circumstances as against any other claim, and 
as against all or any of the assets of the employer in default, 
and relied upon the authority of Re C.F.L. Engineering Co. 
(1944), 25 C.B.R. 310. 

The Compensation Board contended that s-s. (7) of s. 92 
simply meant this: 

Firstly, that the employer upon deducting or withholding any 
moneys from an employee for income tax purposes was to place 
the money so held in a separate account, and that the employer 
should be the trustee therefor, and his failure so to do would 
subject him to a penalty. Secondly, that in the event of any 
liquidation or assignment in bankruptcy the moneys so set 
aside should not form any part of the estate of the person in 
liquidation, assignment or bankruptcy, and thirdly, that even 
in the event of there being no liquidation, assignment or bank- 
ruptey, and any claim being made against the employer, that 
the funds so set apart should be paid to the Dominion Govern- 
ment in priority of any other claims. 

It was further contended that save as aforesaid it did not 
extend the rights of the Dominion Government to have a general 
vrior claim against any or all of the assets of the employer and 
that as in this ease the moneys garnisheed by the Workmen’s 
Compensation Board were not the moneys deducted or withheld 
and set apart, that the Dominion Government had no priority 
and that the Workmen’s Compensation Board was entitled 
under the general rule of law, having succeeded in its garnishee, 
to recover the amount paid into Court as a result of its pro- 
ceedings. 
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In my opinion the deducting or withholding the income tax 
by the employer is a bookkeeping transaction only, and when 
the wage is paid to the employee showing to the employee that 
the wage so paid is the net amount coming to the employee 
after deducting or withholding the income tax, that it matters 
not from what source the money was obtained to pay the em- 
ployee, and whether or not the employer had on hand the funds 
necessary to pay the amount to the Dominion Government on 
account of income tax. To this extent I am in agreement with 
the learned Judge in the case of the C. F. L. Engineering Co. 
(supra). 

It is further my opinion that when the employee has been 
paid and the tax deducted or withheld as aforesaid, that the 
drastic provisions of s-s. (6) of s. 92 of the Income War Tax 
Act become effective and whether or not such employer has in 
hand the actual funds to pay such income tax, he is, nevertheless, 
deemed to have such funds on hand and is the trustee thereof 
for the Dominion Government, and is liable as is any trustee 
for the failure to account for trust moneys, and is also liable 
to a penalty for failing to keep such money separate and apart 
as required by s-s. (7) of s. 92. 

It does not seem to me that the Act contemplates giving the 
Dominion Government any greater right than any person would 
have against a trustee handling trust funds, save and except 
the penalty against such trustee for failing to keep such trust 
funds separate and apart from his other funds. 

It is my opinion, therefore, that the Dominion Government 
has not a general priority for the payment of the income tax 
due it, except as against the funds in the trust account, or which 
can be followed as having come from the funds, which should 
either have been paid into the trust account or which had been 
improperly paid out of the trust account. 

If it were otherwise it would mean an entire disruption of 
the eredit life of the country. To illustrate: Supposing A, an 
executor of an estate, had loaned to Graham in 1940 the amount 
of $1,700 on a mortgage as authorized for the investment of 
trust funds, the property being at the time of the granting of 
the mortgage worth say $5,000, and in 1944 it had depreciated 
in value until it was worth only $1,700 the amount of the 
mortgage. A, the executor of the estate, is a secured creditor 
of Graham’s. Yet, if s-s. (7) is to be construed as sought by 
the Dominion Government, the Dominion Government’s claim, 
being approximately $1,700, would be paid in priority to the 
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secured claim of the estate represented by A, and the estate’s 
investment would be entirely wiped out. Surely, if there was 
such an intention it should have been expressed in the clearest 
language. The language could have been simple, such as this: 
‘*In any event whether the amount so deducted or withheld 
shall have been paid into a separate account or not, or whether 
the employer is in liquidation, bankruptcy, or has made an 
assignment or not that the amount withheld by the employer 
shall rank as a claim of the Dominion Government in full 
priority of any secured or unsecured creditors, whether such 
security has been given prior to the withholding or deducting 
of the tax or not, and including any claims of His Majesty 
in right of any Province of Canada and against all or any of 
the assets of the estate.’’ No such language or similar language 
is found in the Income War Tax Act. 

It has not been established here that the funds garnisheed 
by the Workmen’s Compensation Board either have come out 
of the trust fund or were funds that should have been paid 
into the trust fund, and therefore the Workmen’s Compensa- 
tion Board of British Columbia is entitled as against the Do- 
minion Government to priority for the amount brought into 
Court as the result of the proceedings instituted by the Work- 
men’s Compensation Board. 


Book Reviews 


Introduction to Economics. By Alec Cairncross, Ph.D. 
430 pages. Published by Butterworth & Co. Limited, of 
London, England, and available from Butterworth & Co. 
(Canada) Limited, 1367 Danforth Ave., Toronto, Ontario, 
at $3.75 per copy. Reviewed by the Editor. 


Like so many other over-modest “introductions”, this 
book belies its title, being a closely packed text covering the 
whole range of economics. It is written by a Cambridge man 
and dedicated “to the Cambridge economists in all coun- 
tries”. The author states that it was mostly written before 
the war; this is rather in its favor, since a text book pub- 
lished during wartime can not afford to give too much 
weight to current developments which are likely to be only 
temporary. Likewise he states that it follows conventional 
lines and makes no claim to originality. This also may be 
in its favor; by keeping his feet on the ground, the author 
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at least reminds us of the fact that in some parts of the 
world people are not yet prepared to turn the economic 
world upside down to see if it will work better. The ortho- 
dox or conservative reader will feel that the book gives 
adequate weight to government ownership, monetary con- 
trol, state planning, the Douglas theory and other current 
topics. The socialist will condemn it as hopelessly obsolete. 
Indeed, some of the principles expounded are at variance 
with public policies enforced during the war and liable to be 
prolonged after it. For instance, he recognizes that the rate 
of interest is an important influence on thrift, and in regard 
to the relation between savings and social policy he says in 
part: “Savings depend upon the encouragement and reas- 
surance offered to the saver by existing social arrangements 
and practices. If there are numerous outlets for savings, if 
lenders are brought readily into contact with borrowers, 
and if there is widespread approval of thrift as a civic vir- 
tue, the disposition to thrift will be immensely stronger than 
in communities where capital is little in demand, the capital 
market is inefficiently organized, and the general temper of 
society is unfavourable to thrift.” 

His concluding chapter on “the state and industry” is 
a conservatively fair appraisal of public thought up to the 
present moment. On the vexing problem of unemployment, 
he goes as far as to say: “If it can be shown that this unem- 
ployment is the direct outcome of a system of private enter- 
prise, and that it can not be dealt with effectively within the 
limits of such a system, then we need go no further in 
search of arguments against the system.” 

On the matter of subsidies, which are being much vaunt- 
ed as a postwar device for Canada, his comment will be of 
special interest: “There are clear limits to the uses to which 
subsidies can be put. First of all, since a subsidy is paid 
out of taxation, it is necessary to raise additional taxes 
which may depress industry almost as much as the subsidy 
stimulates it. Secondly, just as protection, once introduced, 
tends to stay through boom and slump, so subsidies, once 
granted, tend to continue indefinitely. Thirdly, subsidies 
are a half-way stage to industrial bankruptcy with the state 
as receiver. If private enterprise cannot pay its way, there 
is no reason why the state should maintain it on the tax- 
payers’ charity, and the natural sequel to a state subsidy is 
state control.” 
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Letters To The Editor 
POST-WAR TAXATION 


Dear Sir: 

May I comment on Mr. Gordon’s article as produced in 
THE CANADIAN CHARTERED ACCOUNTANT December num- 
ber, page 337, in which he writes: “In Great Britain the 
minimum or normal rate is 50%”—this with reference 
to income tax. The words “minimum or normal rate” here 
should read “the standard rate” which is 10/- in the £ or 
50%. The minimum rate or reduced rate is 6/6 in the £ 
which is charged on incomes from £140 to £305 — up to 
£140 being tax free for married men. 6/6 is the tax 
on the next £165. This is of course without reference 
to allowance for children or earned income. There cannot, 
as your writer says, be anything that can be considered as 
“double taxation”, for limited companies pay on their 
profits (adjusted) at the rate of 10/- in the £ and deduct 
the tax from the dividends paid to shareholders; therefore 
limited companies pay, in the final analysis, on the excess 
of profits earned over the profits distributed in dividends. 

Individual’s payment in income tax might be summar- 
ized: Up to £140 tax free for married men; £140 to £305 
at the rate of 6/6 in the £; £305 to £2,000 at 10/- in the 
£; over £2,000 in addition a surtax of from 2/- to 9/6 in 
the £—this latter rate on incomes of £30,000 and over, mak- 
ing 19/6 or 9714% subject to allowances. 

The government accounts showed for the year 1943-44: 

Receipts income tax £1,183 millions 
sur tax 76 ¥ 
“ national defence contribu- 


excess profits tax 


Estate, etc., duties realized 
January 26, 1945 B. PONTIFEX, F.C.A. (England) 
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PRACTICE IN FOREIGN COUNTRIES 


Dear Sir: 

“The Journal of Accountancy”, published by the Ameri- 
can Institute of Accountants, contains in its January issue 
some interesting remarks concerning the practice of Ameri- 
can accountants in foreign countries. These remarks cor- 
rectly report some of the difficulties with which North 
American accountants are faced in certain foreign coun- 
tries, notably in Latin America, where laws have been en- 
acted in some countries and are under consideration in 
others with the effect that foreign accountants will be 
barred from practising their profession there. 

“The Journal of Accountancy” properly suggests that 
because American capital is likely to flow abroad in consid- 
erable quantities, some measures should be considered to 
facilitate the supervision of that capital in foreign coun- 
tries by American accountants, and one of the measures 
discussed is some form of reciprocity by which foreign ac- 
countants may practise their profession in the United States 
without hindrance. 

Having spent many years in Latin American countries, 
the writer has observed the operation of these restrictions 
and he subscribes to the view that it would be a good thing 
if foreign accountants were encouraged to come to North 
America, both to avail themselves of the opportunities 
which they would find here to bring their financial experi- 
ence up to date and to afford that degree of reciprocity 
that would justify foreign countries permitting North 
American accountauts to practise within their territories. 

Having observed particularly the abundance of good will 
which exists abroad towards Canadian business, which was 
especially evident during my recent residence in South 
America, there would seem to be many opportunities for 
Canadian business to extend in to foreign fields and for 
Canadian capital to be employed profitably abroad. For this 
reason it seems that the remarks in “The Journal of Ac- 
countancy” concerning United States accountants could well 
apply to Canadian. accountants also. 

The post-war era is likely to witness an ever increasing 
development of international business and it would seem 
to be consistent with such development that Canadian ac- 
counting organizations should permit and even encourage 
foreign accountants to come to Canada to practise their pro- 
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fession. There being at present relatively little foreign in- 
vestment in this country, other than that from United 
States and Great Britain, it seems unlikely that many 
foreign accountants would come here to practise as prin- 
cipals in competition with our practitioners; it seems more 
likely that those who come here would desire to engage 
themselves as students and as employees of Canadian ac- 
counting firms and I believe that this arrangement, with the 
consequential reasons for reciprocity by foreign countries, 
would be very much to the benefit of all concerned. The 
Dominion Association of Chartered Accountants could well 
take the lead in making it known abroad that accountants 
desiring to come to Canada for study and experience would 
be very welcome. 

There is also a body known as the Canadian Inter- 
American Association, with headquarters in Montreal, of 
which the writer is honorary secretary, which association 
would be glad, I am sure, to co-operate in making such a wel- 
come known throughout Latin America. 

March 2, 1945. CECIL A. ELLIS, C.A. 





Personals 
A. R. Halladay, B.Com., C.A., announces the opening of 
an office for the practice of his profession at room 1602, 
Northern Ontario Building, 330 Bay Street, Toronto 1. 
Martin K. Levinson, chartered accountant, announces 
the admission into partnership of Joseph Ages, chartered 
accountant, and that they will practise their profession un- 
der the firm name of Martin K. Levinson and Company, 
chartered accountants, 45 Rideau Street, Ottawa, Ontario. 
I. C. Schacter, C.A., formerly operating under the name 
of I. C. Schacter & Company, chartered accountants, is 
pleased to announce that he has taken as partners James 
H. Smith, C.A., formerly of the Dominion Income Tax De- 
partment, and David A. Gilman, C.A., most recently with 
the armed forces. The new partnership will be carried on 
under the firm name of Smith, Schacter & Gilman, chart- 
ered accountants, at 703-6 Great West Permanent Building, 
Winnipeg, Manitoba. 
William H. Power, chartered accountant, announces the 
opening of an office for the practice of his profession at 
Higgs Building, 6 Bastion Street, Nanaimo, B.C. 
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Provincial News 
Quebec 


Congratulations to Major William John (Bud) Veitch, 
34, only son of Mr. and Mrs. J. A. Veitch, 445 Strathcona 
Avenue, Westmount, who has been awarded the Distin- 
guished Service Order for gallantry in action in Italy. Major 
Veitch was in the service of P. S. Ross & Sons before 
joining the Royal Montreal Regiment (M.G.) in June 1940. 


Obituaries 
The Late Hubert Thomas Reade 


The Institute of Chartered Accountants of Manitoba 
announces with deep regret the death of Hubert Thomas 
Reade, at the age of sixty-seven, on March 11. 

Born in Toronto, January 7, 1878, Mr. Reade was edu- 
cated there and at the University of New York where he 
received his Bachelor of Commerce degree. He was ad- 
mitted to the Institute of Chartered Accountants of Mani- 
toba shortly after his arrival in Winnipeg in 1906. A year 
later he returned to New York for further study and in 
1910 established his practice in Winnipeg specializing in 
recent years in the field of taxation as an income tax 
specialist and consultant. 


A veteran of the first great war, Mr. Reade served over- 
seas for four years and at discharge held the rank of cap- 
tain in the 48rd Cameron Highlanders. He was a member 
of the Anglican church. A vice-president of the Institute 
of Chartered Accountants of Manitoba from 1913-1915, he 
was elected president in 1921-22. One of the earliest mem- 
bers of the Winnipeg Rotary Club, Mr. Reade was also a 
member of the Carleton Club, the Northern Light Masonic 
Lodge, the Scottish Rite, and the Business Men’s Club of 
the Y.M.C.A. 


Mr. Reade is survived by one brother, J. Bolton Reade 
of Toronto, a nephew and a niece, to whom the Institute 
offers its sincere sympathy. 
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STUDENTS’ DEPARTMENT 


R. G. H. SMAILS, C.A., Editor 
NOTES AND COMMENT 


Those who have occasion to find their way about sec- 
tion 88 of the Bank Act may be grateful for the redrafting 
which occurred in the 1944 revision and which sets out the 
contents of the section in more orderly and intelligible 
form than in the past. 

In point of substance the most significant change worked 
by the revision of section 88 is the extension of the pro- 
cedure of the section so as to enable the banks to meet 
not only the short term but also the “intermediate” credit 
needs of agriculture. A bank may now make a loan to a 
farmer for the purchase of agricultural equipment to be 
affixed to real property or for the installation of an electric 
system, the equipment or system in question being assigned 
as security. It may also loan money to a farmer for such 
purposes as the construction or improvement of buildings, 
and the construction of fencing or drainage works—but for 
this type of loan the security has to be taken on agricultural 
implements rather than upon the object of the expenditure. 

The section thus provides machinery for the full utiliza- 
tion of bank credit by farmers but whether farmers will 
avail themselves extensively of this machinery now that it 
has been erected only experience will show. 

ae a * 

The annual financial statements of a large American 
mail order company recently came to our attention and im- 
pressed us as a model of what such statements could be 
but rarely are. The balance sheet is set up in comparative 
form for two years, all items are appropriately grouped 
and group totals are shown for current assets, deferred 
charges, other assets and fixed assets (in that order) on 
the one side and for current liabilities, funded debt and 
capital stock on the other side. The operating statement 
is similarly presented in comparative form for two years 
and contains sufficient information to make it worth read- 
ing—gross sales, cost of goods sold (including publicity, 
occupancy and buying expense), selling general and admin- 
istrative expenses, building maintenance and repairs, de- 
preciation, social security and other taxes etc. Prefacing 


237 









THE CANADIAN CHARTERED ACCOUNTANT 


the statements proper is a “comparative summary of the 
year” containing twenty-one corresponding figures or ratios 
for the current year and the preceding year, all derivable 
from a study of the statements but presented in this form 
as a visual aid to the lay reader in his interpretation of 
the company’s progress during the year. 

It occurs to us that if compliance with the statutory 
requirements of the Dominion Companies Act could be com- 
bined with the voluntary presentation of information such 
as was given by this company then the social implications 
of accounting would be greatly extended and “big business” 
would be depriving its critics of the greater part of their 
ammunition. 


ANSWER AND SOLUTION TO LAST MONTH’S PUZZLE 


The number of dates is 1,021. 

Let x be the number of dates in the bag. 

Let y be the number of dates each Arab gets in the last division. 
Then X = 4/3{4/3[4/3{4/3(4y+-1)41}41]+41 }4+1 


= 1024y452 + 9. 
81 


Now 1024y + 52 must be a whole number, and we must find the 


81 
smallest value of y which will make it so. 
Let y equal 1, 2, 3, 4, 5, 6, 7 and tabulate the remainders we get 
in three columns, thus: 


Remainder Y= Remainder Y= Remainder 


Note that in each column the remainder is (-6) the one above, 
or (-64-81) when it becomes impossible to subtract 6. 

It can be seen that no value of y in columns one and three will 
ever make the remainder zero, but in column two, the remainder will 
first become zero when y — 80. 

= oe j= 
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STUDENTS’ ASSOCIATION NEWS 
Quebec 


A mock parliament under the joint auspices of the Cost 
and Management Institute and Chartered Accountants 
Students’ Society entertained and held the attention of a 
large audience in the Prince of Wales Salon of the Windsor 
Hotel on March 9th. 


Upon motion of Douglas Thorpe, just returned from the 
R.C.A.F. overseas and representing the constituency of 
“Bomber Bay, Man.”, the Honourable Gilbert Layton, form- 
er member of the Quebec legislature, was duly elected 
Speaker of the House. 

The cabinet of the “newly elected socialist government” 
formed by the Chartered Accountants Students’ Society 
with Maurice Brain as their prime minister, then success- 
fully debated the speech from the throne which outlined 
their platform for the conscription of wealth and the even- 
tual national ownership of the country’s natural resources. 


The Finance Minister, A. W. “Rocky” Bell’s sound 
background of economics and socialistic principles enabled 
him to follow up the speech from the throne with a master- 
ful and entertaining budget presentation which was even- 
tually adopted by the house. Other members of the cabinet 
were: Bill Taylor, from Grim Reaper, Sask., who held the 
farmers’ welfare dearly to heart. Fernand Leblanc, the 
French member from St. Emelie de L’Energie, confusing 
the opposition with his use of both languages. Ed Boulter, 
Minister of Transport, from Rolling Planes, Sask., who had 
his figures on the C.N.R. and the C.P.R. down cold. Mrs. 
Ky Weir, Ministress of Public Relations, with her ambitious 
idea of establishing a woman’s page in The Canada Gazette. 
‘Arch. Macaskill, Minister of National Defence from Swas- 
tika, Ont., who felt that his peacetime army of 300,000 
trainees should be allowed to “see the world”. Eric Floud, 
as Minister of Labour, Frank Knowles, Minister of Social 
Welfare and Arnold Russell as Minister of Trade and Com- 
merce lent their capable support to the cabinet. Mr. Birks 
Hall was in the audience with his usual questions embar- 
rassing both the government in power as well as His Majes- 
ty’s loyal opposition. 
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At ten o’clock however when the debate was running 
high, the cabinet itself at the height of its success, sup- 
ported a vote of non-confidence so that Parliament could 
be dissolved before the Embassy closed. 


PROBLEMS AND SOLUTIONS 
THE PROVINCIAL INSTITUTES OF CHARTERED ACCOUNTANTS 


Solutions presented in this section are prepared by practising 
members of the severa] provincial institutes and represent the personal 
views and opinions of those members. They are designed not as 
models for submission to the examiner but rather as such discussion 
and explanation of the problem as will make its study of benefit to 
the student. Discussion of solutions presented is cordially invited. 


PROBLEM I 
INTERMEDIATE EXAMINATION, DECEMBER 1944 


Accounting I, Question 1 (10 marks) 

Merchandise is shipped to a branch and is billed at $52,000, which 
includes a profit of 25%, based on cost. At the close of the month 
the branch reports that its inventory amounts to $25,000; its total 
sales (all credit) are $40,000; expenses paid $9,000; cash from custom- 
ers $25,000; remittances to head office $10,000. 

Required: 

Prepare entries necessary to record the above transactions, and 
to close the books of the branch, together with the corresponding 
entries required in head office books. 


A SOLUTION 
BOOKS OF THE BRANCH 
Journal entries to record operations for the month 
Dr. Purchases $52,000 
Cr. Head office $52,000 
Invoiced value of goods received from head 
office. 
Dr. Accounts receivable 40,000 
Cr. Sales 40,000 
Recording sales for the period—all on credit. : 
Dr. Cash 25,000 
Cr. Accounts receivable 25,000 
Collections for the month. 
Dr. Head office 10,000 
Cr. Cash ; 10,000 
Remittance to head office. 
Dr. Expenses 
Cr. Cash 9,000 
Expenses for the month. 
Adjusting and closing entries 
Dr. Inventory 
Cr. Purchases $25,000 
Adjustment of closing inventory at invoiced 
values. 
Dr. Sales 
Cr. Purchases 
Cr. Expense 
Cr. Head office 
Transferring net profit to head office account. 
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Final Trial Balance 
Accounts receivable 
Cash 6,000 
Inventory 25,000 
Head office $46,000 


$46,000 $46,000 


BOOKS OF HEAD OFFICE 
Journal entries to record transactions with the branch 
Dr. Branch $52,000 
Cr. Branch sales $52,000 
Goods shipped to branch 
$41,600 


10,400 


Cr. Branch 
Closing entries to incorporate branch results 
Dr. Branch 
Dr. Expense 
Cr. Sales 
Dr. Branch sales 
Cr. Branch 
Reversing original entry. 
Dr. Accounts receivable 
Dr. Cash 
Cr. Branch 
The branch inventory, valued at cost of $20,000, would be included 
in the head office inventory. 
At the beginning of the next period the following entry would 
be made: 
Dr. Branch 
Cr. Cash $ 6,000 
Cr. Accounts receivable 15,000 
Cr. Branch sales 25,000 
Editor’s Note: An alternative treatment of the head office books 
which would no doubt be acceptable to the examiner is the following: 
Journal entries to record transactions with the branch 
Dr. Branch 
Cr. Purchases (or Inventory A/c) ... $41,600 
Cr. Suspense profit 10,400 
Recording shipments to branch at 25 per 
cent above cost. 
Dr. Cash 
Cr. Branch 
Recording cash received from the branch. 
Closing entries to incorporate branch results and 
adjust head office books 
Dr. Branch 
Cr. Profit and loss $4,000 
Taking up profit reported by the branch. 
Dr. Suspense profit 
Cr. Profit and loss 5,400 
Recording profit realized by head office on 
goods shipped to and sold by the branch. 
When the final trial balances of head office and branch are con- 
solidated the credit balance of $5,000 standing on the suspense profit 
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account will be deducted from inventories to reduce the branch inven- 
tory to cost, $20,000. The advantages of this alternative procedure 
are that it avoids numerous reversing entries, it does not involve 
entries on the branch account in the head office books which are 
not accompanied by corresponding entries on the head office account 
in the branch books, and it shows separately the profit made by the 
branch and the profit made by head office. 


PROBLEM II 
FINAL EXAMINATION, DECEMBER 1944 
Accounting I, Question 1 (30 marks) 
The following is the balance sheet of Rainbow’s End Gold Mines 
Ltd. 


Cash in hand and at bank 16,000 
Supplies (explosives, drill steel, etc.) 8,500 
Accounts receivable—employees 1,500 
———. $_ 26,000 
Mining claims 
Pre-production expense 350,000 
————__ 1,350,000 
Buildings 
Plant and equipment 
150,000 
Incorporation and organization expenses 
Administrative expense 
21,000 


$1,547,000 


Accounts payable 
Tax deducted at source 


Capital Stock 
Authorized: 3,000,000 shares of $1 each 
Issued: 2,800,000 shares fully paid 
Less: Discount 
1,543,000 


$1,547,000 


The company has reached the stage where it needs substantial 
funds with which to erect a mill on its property, and the directors 
have approached a financial group with a plan to issue bonds to the 
face value of $400,000, at a discount of 5%, and carrying interest 
payable half-yearly at 6% per annum from the commencement of 
operations. The 200,000 shares in the treasury are to be sold to the 
financial group for 10c per share. It is proposed to retire the bonds 
over as short a period as possible out of funds derived from operations. 
The company supplies the following additional information, which may 
be regarded as reliable: 

(a) The mill is to cost $300,000 and is to have a capacity of 200 

tons of ore per day. There are 300 working days in a year. 
The balance of the cash from the bond issue is to be used 
as working capital. 

(b) The development work to date has revealed a potential ore 

body of approximately 300,000 tons, of a grade expected to 
yield gold to the value of about $9.50 per ton. 
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(c) Mining and milling costs, including General and administra- 
tive expense (but before providing for Bond interest, Depre- 
ciation, Pre-production expense and Depletion) are estimated 
at $6.50 per ton. 

(d) No depreciation has been provided during the development 
period on the company’s buildings and equipment, which are 
four years old. A rate of 15% per annum should be used 
and the accumulated reserve for depreciation added to Pre- 
production expense. ; 

(e) It is estimated that it will take 6 months to erect the mill. 
During that time all operations will be suspended. 

(f) Pre-production expense is to be written off at 15% per annum. 
Depreciation on the new mill and the gross value of the 
original buildings, plant and equipment is to be provided at 
10% per annum. 

(g) The company will have the benefit of a “Standard Profit” of 
$20,000 per annum. 

(h) Depletion to be calculated as one-third of the net profits, 
after charging bond interest. 

Required: 

You have been retained by the financial group to study the situa- 

tion and to: 

(a) Prepare a pro-forma balance sheet after giving effect to the 

proposed financing. 

(b) Make an estimate of the funds availabe year by year for 

redemption of bonds during the first three years’ operations. 


A SOLUTION 


(a) 
RAINBOW’S END GOLD MINES LTD. 
PRO-FORMA BALANCE SHEET 
Assets 
Mea ocak wears tease awe Nene Meee Ree $ 116,000 
MUN 555 55g Sib hoc GAb oes assis ectle dou waiiceass 8,500 
Accounts receivable—employees .............. 1,500 , 
———  $ 126,000 
NN MNS Lica ace ciclegiesid oDbia a eielnw elects 1,000,000 
PFOGTORUCUGH. SEPOMHS .5cecicecccssapescsccas 440,000 
————__ 1,440,000 
SE orig DEP aa ielensing Fed ves 4S pa eS wea e alse 300,000 
DEE, Waits sa Chae Gad ee ewesaiesalnd aoa en es 80,000 


Pe a IO. Sciatnanin cine aces ones wale as 
450,000 





Less: Depreciation: Buildings ....... 48,000 
Plant & equipment 42,000 90,000 
—_ 360,000 
Incorporation & organization expense ........ 3,000 
AMMEINITAUIVG: GEPONSE 5. ccccccccveccsccass 18,000 
oo Sr ee ee eee 20,000 
———— 41,000 


$1,967,000 





IR I os 5 iho Se sere Stereo ab ad avepaueNe 

pS ee es 500 
———— $ 4,000 

400,000 
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Oapital stock 
Authorized & issued: 3,000,000 shares of $1 3,000,000 


1,563,000 
$1,967,000 


(b) 
Ist Year 2nd Year $8rdYear Total 
Production in tons 60,000 60,000 60,000 180,000 


Cash Profit @ $3 per ton .... $180,000 $180,000 $180,000 $540,000 
Less: Other expenses 
i. Depreciation 
(a) New Mill $ 30,000 $ 30,000 $ 30,000 $ 90,000 
(b) Buildings ,000 8,000 8,000 24,000 
(c) Plant & equipment ... 7,000 7,000 7,000 21,000 
ii. Written off Pre-production 
66,000 66,000 198,000 


24,000 18,000 12,000 54,000 


Total other expenses 135,000 129,000 123,000 387,000 
Net profits ~~45,000 61,000 57,000 153,000 
Less: Depletion (1/3) Note (A) 15,000 17,000 19,000 651,000 


Profits for tax purposes 34,000 38,000 102,000 
Less: Income and excess profits 
20,000 24,000 60,000 


Net profit after taxes 14,000 14,000 42,000 
(70% of Standard profits) 
Add back: Funds available for 

redemption of Bonds 
a Depreciation 45,000 45,000 135,000 
b Written Off Pre-production . 66,000 66,000 66,000 198,000 
c Depletion - 15,000 17,000 19,000 51,000 


Total cash available 140,000 142,000 144,000 426,000 
Less used to redeem bonds. Say 
100,000 100,000 100,000 300,000 


Surplus. Note (C) $ 40,000 $ 42,000 $ 44,000 $126,000 


NOTES:— (A) There is some doubt as to whether or not depletion 
would be calculated on the profits before or after 
deducting bond interest. Candidates should be 
given the benefit of any doubt on this point. 

(B) Bond interest has been calculated on the basis of a 
reduction of $100,000 in principal each year. Actu- 
ally, the funds available would permit of a greater 
annual redemption and here again, candidates 
should be given proper marks where they adopt a 
different scale. 

(C) This surplus would be available for possible capital 
outlays on additional equipment; or for additional 
payments to bondholders. (See (B) above.) 
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